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Accounting for General Contractors 
By AUSTIN SAVAGE 


The accounting problems of the general contractor and their 
peculiar features have been discussed from time to time. In 
some instances the discussion has been indefinite and the student 
is left in some confusion as to what is the best method of deter- 
mining the state of affairs of a general contractor’s business on 
a given date. 

Many problems call for careful consideration as to what con- 
stitutes good practice. For example, the question of anticipating 
profits on uncompleted contracts is one that can not be finally 
determined hypothetically. The practical issues will be dis- 
cussed, but prudence and careful consideration of all the facts 
must govern the ultimate settlement in actual practice. Much 
has been written against anticipating profits and some very 
cogent reasons have been urged in its favor. 

A general contractor’s business may cover a comprehensive 
undertaking, where the erection of large and expensive buildings 
is in progress, or it may apply specifically to one branch of the 
industry. 

Consideration will be given to the books and accounts reflecting 
the work performed under the terms of a contract. A contractor 
engaged in construction work undertakes to perform certain 
services and to furnish materials in accordance with the terms of 
the specifications and quantities called for in the contract. The 
work may cover the erection of a building complete or, as a sub- 
contractor, he may be responsible for any one of the following 
duties: preparation of a site, excavating, foundations, erection of 
structural steel work, masonry, cut stone, fire-proofing, sheet- 
metal work and roofing, carpentry, painting, glazing, tiling, 
plumbing, heating, electrical wiring and installation of electrical 
plant, elevators—passenger, freight, electric or hydraulic. 

The contract may call for a lump sum or it may be on a cost- 
plus basis. By alump-sum contract is meant a contract whereby 
a contractor undertakes to perform certain work such as the 
erection of a building or a specific part thereof for a certain sum 
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of money. If it subsequently develops that the cost thereof is 
more than the specified amount, the owner is not liable for the 
excess. From an owner’s point of view it is claimed that the 
disadvantages of this class of contract arise by reason of the fact 
that a contractor to insure his profit will frequently take advan- 
tage of the specifications by installing materials inferior in quality 
or by evading the terms in other ways, such as the omission of 
details in construction work. Opponents of these contracts assert 
that the objections justify the adoption of contracts on a cost- 
plus basis, notwithstanding the obvious advantages of a known 
cost determined by the selection of one of several bids submitted 
by competitors. Under cost-plus contracts it is claimed that the 
quality and quantity of the materials demanded by the specifica- 
tions will be supplied, unnecessary expenditures will be avoided 
and the architect as a representative of the owner may supervise 
the construction or a job superintendent may be appointed to 
work under the supervision of the architect. 

It is not unusual to find that a guaranteed cost is stipulated. 
By this is meant a maximum amount which includes the con- 
struction cost and the contractor’s commission; and the owner is 
not further liable, irrespective of the actual amount of the con- 
struction cost. Where the commission of a contractor is fixed 
at a certain percentage of the cost and there is a specified maxi- 
mum, it would appear to be advantageous to the contractor to 
increase the cost of construction up to the amount stipulated as 
the maximum, and thus increase the amount upon which his 
commission will be computed. To avoid the possibility of this 
and as an inducement to effect economies where possible, a clause 
is sometimes inserted whereby if any saving is effected by the 
contractor, he shall be paid a certain percentage of the difference 
between the completed cost and the guaranteed cost. 

The actual accounting problems of the contractor arise when 
he has obtained a contract and commences operations. There is 
no difference in the problems, whether the operations are con- 
ducted on a large or small scale. The question is one of degree. 

It is assumed that the internal organization as applied to 
routine duties and staff organization are functioning. This dis- 
cussion relates to the financial records as reflected in the books 
and accounts. 

Where contracts are numerous it is customary upon receipt of 
the working plans and specifications to give each contract a 
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standing order number. This establishes the identity of the con- 
tract for future reference and thereafter all records and corre- 
spondence relative to the contracts should bear the standing 
order number. In practice, the following books satisfactorily 
meet the conditions and requirements of a general contractor, 
where numerous contracts are concurrent: 


1. Journals 


Purchase journal 
Materials journal 
Transfer journal 


Charges journal—current contracts 


Do. —completed contracts 


2. Wages book 
Salaries book 


3. Cash books 


Cash receipts book 
Cash payments book 


Petty cash disbursements book 


4. Ledgers 


General ledger 
Contract ledger 


Accounts payable ledger 


5. Cost book 


Purchase journal 


This book contains a record of all credit purchases for the 
account of specific contracts and for the general conduct of the 


business of the contractor. 


The ruling is as follows: 











Date | Name P — Invoice Fo.| Amount 


No. 


Con- 
tract 
No. 


‘Particu- 
lars 


Fo. 


Cost 
Book 
Amount 


: General 
—- Fo. Led. 















































All invoices received are entered in the journal. Suitable 
analyses thereof are first made on the invoices or upon a voucher 
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attached, allocating the charges to the correct accounts. There 
will be two dispositions of the purchase invoices: 

(a) In cost book account column. 

(b) In general ledger column. 

All purchases for the account of current contracts are entered 
in the cost book column and the details are posted to the debit 
of the respective contract accounts in the cost book. The foot- 
ings of the cost book account column are posted to the debit of a 
cost book account in the general ledger. The items recorded in 
the general ledger column will relate to revenue expenditures and 
also to additions to plant equipment, etc. Further analytical 
columns can be provided if necessary. The expenditures will be 
posted to the debit of the respective accounts in the general ledger. 

In some instances details will be required to show the costs of 
specific parts of a complete contract, such as clearing and pre- 
paring ground, excavating, foundations, etc. The additions to 
the headings of analytical columns in the cost book will usually 
meet these requirements. 

The entries in the purchase journal should furnish sufficient 
explanation to facilitate posting to the cost book, provided care 
is taken in journalizing the invoices in the first instance. 

Accounts to be credited: Personal accounts of the creditors will 
be opened in the accounts payable ledger and postings will be 
made thereto from the left side of the purchase journal. The 
total thereof will be posted to the control account in the general 
ledger. Modifications of this form of journal are frequently sub- 
stituted in the form of a voucher register. The economy effected 
lies in the time saved by dispensing with the accounts payable 
ledger. Since this form of journal functions in place of the pur- 
chase journal, a ruling of a voucher register is submitted, as 








follows: 
Payment of Cost Book General Ledger 
Date . Name | Vouchers Payable 
: Voucher = Particulars . Fo.| Amount | Particulars | Fo. | Amount 


















































The totals of the vouchers payable column are posted to the 
credit of payable control account in the general ledger and the 
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routine for posting the cost book and general ledger postings is 
followed as previously described. Credits for materials returned 
can be taken up at the end of the purchase journal. 


Materials journal 

The general contractor usually carries supplies, stores and 
equipment for the conduct of his business. The accounts record- 
ing the materials in the nature of supplies and stores should be 
suitably grouped and classified and when materials are withdrawn 
for use on specific contracts it is necessary that the charges there- 
for should be recorded and debited to the respective contracts. 
To meet this condition a materials journal is used, a suitable 
ruling of which will provide a sufficient number of columns to 
take care of the various classes of materials carried on hand and 
charged out: 





Loose Plant 


Cont. 
Fo. Equipment 


No. Total Stores | Materials | Particulars | Fo.| Sundries 


| P 
te | Particulars 














ae) cic: 
peop pet 
ping 








| 


| 




















The record is written up from duplicate copies of material 
charges to contracts issued from the stores department. The 
postings are made in detail to the various contracts in the cost 
book, care being taken to avoid the erroneous posting of debits 
in respect to plant and equipment into materials columns. 

The entries in the analyses columns are posted in detail to the 
debit of the contract accounts and the totals thereof to the 
debit of the cost book account in the general ledger, and to the 
credit of the respective stores and plant and equipment accounts 
in the general ledger. Credits for materials returned may be 
passed through the materials book by using the end pages. 


Transfer journal 
The following ruling of the transfer journal will cover the 
requirements of the accounting system: 





Cost | Accts. | Accts. | Genl. Genl. | Accts. | Accts. | Cost 
Book | Rec. Pay. Led. Led. Pay. Rec. | Book 
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The cost book column will take care of the transfers from one 
contract account to another. 


Charges journal—current contracts 


Payments received by the contractor on account in respect to 
work performed are primarily in the nature of instalments against 
work partly completed and also in respect to materials delivered 
to the job for work in progress. They are dealt with as follows: 
The amount received by the contractor is usually expressed by a 
percentage of the value of the work performed and authorized by 
an architect’s certificate. Cash is debited and a personal account 
is opened in the accounts receivable ledger and credited with the 
amount received. 

A method for taking up the periodical charges is to open a 
charges journal, which is composed of duplicate copies of bills 
rendered by the contractor filed in a binder, covering the particu- 
lars of the work passed for payment by the architect or bills 
rendered where arrangements have been made for payments on 
account. 

The postings are passed through the following books: accounts 
receivable (or contract ledger, as it is sometimes called), cost 
book and general ledger. Personal accounts are opened in the 
accounts receivable ledger which are debited with the respective 
charges from the journal. The respective contract accounts are 
credited in the cost book. The totals of the journal are credited 
to the cost book account in the general ledger. 


Charges journal—completed contracts 


The object of the charges journal is to record all completed 
contracts. Upon completion of a contract a summary state- 
ment is prepared by the contractor showing the total contract 
cost of the work less the payments received on account. The 
balance represents the amount due the contractor. It should be 
understood that this statement is prepared on the basis of the 
terms of the contract, which may be lump-sum or cost-plus. 
The purpose of the statement is to furnish an account for use in 
final settlement. The duplicates of these statements are segre- 
gated and filed separately in the completed contracts binder. 
The postings of the balances due on completion are made to the 
debit of the personal accounts in the accounts receivable ledger 
and to the credit of the contract accounts in the cost book. The 

166 











Accounting for General Contractors 








monthly totals of the amounts are posted to the credit of the cost 
book account in the general ledger. 


Wages book 


The wages paid by the contractor are passed through the 
wages book. To facilitate the posting and to avoid unnecessary 
analyzing, the use of subsidiary wages books is sometimes adopted 
and the totals are summarized in a summary wages book. Where 
a single wages book is kept the details are analyzed in columns 
headed with the contract numbers if chargeable to contracts. 
Wages not so chargeable are extended to a sundries column. 

Where the contracts are not numerous, an analysis of the ex- 
penditures is made in summary form. The total chargeable to 
each contract is posted to the debit of the respective contract in 
the cost book and the total in the summary to the cost book 
account in the general ledger. Where subsidiary wages books 
are kept, the postings to the cost book ledger may be made 
either from these wages books or from the summary wages book, 
but preference is usually given to the latter method. 

Following are examples of rulings of wages books: 





Wages book 
Week Ending Contract Accounts Sundries 
[Date Name} No. | Fo. | Amount No. of | No. of No. of No. of Ant. 


Contract} Contract | Contract | Contract 



























































Summary wages book 
Week Ending 





Subsidy Week | Week | Week | Week | Week 


Bok sm Particulars | Fo.| Total |} End- | End- | End- | End- | End- || Sundries | Fo. | Amount 
Ref. . ing | ing | ing | ing | ing 
























































Salaries book 


Salaries paid are summarized periodically and the amounts 
chargeable to contracts will relate to direct supervision. The 
postings will be to the debit of the particular contracts in the 
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cost book and to the debit of the cost book account in the general 
ledger. Administrative salaries will be debited to salaries ac- 
count in the general ledger. 


Cash receipts book 


Cash receipts will be entered in the cash receipts book and all 
amounts will be deposited in the bank. The following ruling will 
furnish all the necessary information required: 





Particulars 








Fo. | Bank | Diset. || Acets- nei. y= = Sundries | Fo. | Amount 
Name | Details 


















































The cash receipts in respect to amounts received against con- 
tracts are posted from the cash book to the credit of the respec- 
tive personal accounts in the accounts receivable ledger. The 
monthly total thereof will be posted to the accounts receivable 
control account in the general ledger. 

Adjustments covering refunds from sundry creditors on ac- 
counts payable will be passed through the accounts payable 
column, details will be posted to the accounts payable 
ledger and the totals to the credit of accounts payable control 
account in the general ledger. 

Receipts affecting accounts in the general ledger (which are 
not taken up in the personal ledger columns) will be extended to 
the general ledger column. 


Cash payments book 


All payments, with the exception of petty cash disbursements, 
should be made by cheque and in accordance with the customary 
practice the ruling of the cash payments book will be such as to 
meet the requirements, of which the following is an example: 








Date | Chk-| Vo. 


Particu- Bank | Disct. | Accts. | Accts. | General F 
No. | No. Name lars Fo. Ledger Sundries | Fo.| Amt. 


Rec. Pay. 
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It should be remarked that where the use of a voucher register 
is adopted in preference to a purchase journal, the detail postings 
to the accounts payable ledger will not be necessary, but the 
respective items covering the disbursements will be extended into 
the accounts payable column and the total thereof will be posted 
to the debit of the accounts payable control account in the 
general ledger. To conform with the ruling of the cash receipts 
book, provision is made for the cash adjustments on accounts 
receivable. 


Petty cash disbursements 


The imprest fund system is the most suitable and satisfactory 
method of handling the cash. The amount of the fund will 
depend upon the conditions and size of the business. 


General ledger 


The ledger will contain the usual accounts, suitably classifying 
in detail the assets, liabilities and expense accounts of the business. 

The controlling accounts will be: bank account, petty cash 
account, accounts receivable, accounts payable and cost book 
account. The balance shown by the cost book account should 
agree with the net difference of the balances abstracted from the 
cost book. 


Cost book 


The cost book should be designed to contain a complete record 
of all the direct costs of construction of the various contracts 
undertaken by the contractor and all credits and charges against 
them. The ruling of this book will vary somewhat in details, 
but the following suggested form will convey the principal 
requirements desirable: 


Debits Credits 











Particu-| In. or Particu- . Bills 
Date es | Ve. te Fo.| Tot.| Matis.) Wages Date less Fo.| Credits Rend. Tot.| Fo. 


| ages 


Prof. 
or 
Loss 
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Upon closing the cost book and abstracting the balances the 
status of the contracts at a given date will be disclosed. Prima- 
rily they may be classified as: 

(a) Completed contracts. 

(b) Uncompleted contracts. 

Arising out of an examination of the accounts of completed 
contracts, particularly those closed just prior to the date of draw- 
ing off the balances, it will sometimes be found that additional 
expenditures have to be incurred involving amounts varying in 
degree. This will necessitate setting up reserves to cover the 
estimated amount of expenditures, which will take care of the 
expenditures. 

An examination of uncompleted contracts in determining the 
profits and losses may necessitate the segregation of these con- 
tracts into two classes, as follows: 

(a) Contracts nearly completed, upon which an estimate 
may be made of the amount required to cover cost of 
completion. 

(b) Contracts extending over a long period of time, upon 
which it is desired to take credit for the estimated 
profit thereon at the time of closing the books. 

There are well known fundamental objections to the anticipa- 
tion of profits on uncompleted contracts. Reserves, made for 
the purpose of closing out contracts by debiting estimated charges 
thereon, may be understated by omitting charges of some speci- 
fied work or where the estimate is insufficient to cover actual 
work subsequently to be performed. What may appear to be a 
most conservative estimate at the time of closing the books by 
the contractor may subsequently be found, upon conclusion of 
the work, to have been overstated; and not infrequently losses 
are eventually disclosed where profits were expected. Unusual 
conditions may arise which could not be foreseen, such as defects 
in construction or in the quality of the materials furnished, and 
the cost of correcting any one of the defects may override what- 
ever profit was anticipated and more. 

It should be borne in mind that in passing upon reserves of this 
description made by a contractor covering anticipated profits, his 
estimates are based on his experience which is something better 
than a guess but something worse than actual knowledge itself. 
Where a contract has a long time to run, the possibility of cor- 
rectly determining profits on completed work may be so prob- 
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lematical that taking all known facts into consideration, it finally 
devolves into a guess. 

Notwithstanding the danger and disadvantages of anticipating 
profits, the practice is nevertheless sometimes condoned, with 
qualifications, where, for instance, it appears there is some sub- 
stantial evidence of its justification, as in the case of contracts 
which are on the verge of completion and the work thereon has 
been approved by the architect up to this point as evidenced by 
the approval certificates and the accounts in the cost book. 
Examination of the terms of the contract and the supporting 
evidence of the approved certificates of the architect should fur- 
nish confirmation of the status of such contracts as are stated to 
be approximately completed. 

In the reserves for the estimated amounts required to complete 
specified contracts, the journal entries will set up the debits to 
the particular contracts and the corresponding credits to reserve 
account for cost of completing contracts. The total of the debits 
will be posted to the cost book account in the general ledger and 
the details will be posted to the debit of the particular contract 
accounts in the cost book. The reserve account opened in the 
general ledger will be credited with the total amount thereof. 

Reserves created for purposes of anticipating the estimated 
amounts of profits to be earned on uncompleted contracts will be 
passed through the transfer journal, crediting the specified con- 
tracts with the estimated amounts and debiting a reserve account 
for profit on uncompleted contracts. The respective contracts 
in the cost book will be credited with the particular amounts so 
reserved and the total will be credited to the cost book account 
in the general ledger. The reserve account for profit on uncom- 
pleted contracts in the general ledger will take up the debit 
therefor. 

The list of cost book balances subject to the foregoing adjust- 
ments will then reflect the status of the various contracts accord- 
ing to the cost book and the balance of the profit or loss column 
will disclose the gross profit or loss. This amount must agree 
with the balance of the cost book account in the general ledger, 
which is the control account of the cost book balances. 

It is not unusual in businesses of this description to find that 
the contractor has received payments on account for which no 
bills have been rendered. These are reflected by credit balances 
on the accounts receivable or contract ledger. The usual method 
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of treating items of this description in cases of this kind is to set 
up a separate schedule and for balance-sheet purposes to deduct 
the total from the amount of work in progress. 


Loose plant and equipment 


In some cases a contractor has to carry a valuable quantity of 
loose plant and equipment. This may be acquired for specific 
contracts on hand or may represent part of his loose plant and 
equipment carried for the general conduct of his business. Where 
acquired for specific purposes and where the asset will have no 
further value beyond its realizable scrap value on completion of 
the contract, the cost is chargeable to the contract and any 
amount realized on sale of surplus stock remaining after com- 
pletion is credited to the cost of the contract. 

Where the loose plant and equipment used on contracts form 
part of the contractor’s equipment, it is sometimes considered 
desirable to charge the value of the asset to the contracts. In 
that case, while not forming part of the cost, the entries are a 
memorandum record showing the disposition of the asset. 

Provision will be made for depreciation, which is chargeable to 
the particular contracts, where these are of considerable value 
and occupy a long time in execution. Instances arise, however, 
in which depreciation of loose plant and equipment is charged 
against the general revenue of the business, and not against 
specific contracts, the reason for this being that numerous con- 
tracts of similar nature are carried on simultaneously and the 
problem is simplified if the total depreciation is dealt with in one 
amount and deducted from the book value of this asset, as shown 
in the general ledger. 

In the treatment of repairs and renewals to loose plant and 
equipment, different methods are applied which are not always 
correct from an accounting aspect. If the contract is originally 
charged with the value of loose plant and equipment forming part 
of the cost of the job it is usual to debit the contract with the 
cost of the renewals. Where the asset value is charged to the 
contract as a memorandum record, the cost of renewals may be 
found to have been incorrectly charged to repairs and renewals 
account, and not to the contract as above stated. This will be 
misleading when the loose plant and equipment are returned 
from the contract to the contractor’s yard, as upon recording the 
value of the plant returned the amount thereof will not reflect 
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the amount originally charged, but the amount plus the value of 
those items taken in and charged as renewals, some of which may 
be additions and still have an asset value. This necessitates an 
additional charge transferring the cost of these additions to loose 
plant and equipment account and crediting renewals account. 

Where the value of loose plant and equipment account is main- 
tained at a certain value, the usual practice is to charge off all 
renewals against revenue; but there is sometimes a difficulty in 
determining what are renewals and what are additions, unless 
there is a detailed inventory available, which is not always the 
case. If there is no means of ascertaining the nature of the ex- 
penditures, an examination of the items is desirable to determine 
what are renewals and what constitute additions. Disposition 
of them will be made accordingly. 

Where the value of loose plant and equipment is considerable, 
an accurate record can be kept by classifying the expenditures 
into representative groups, on the following lines: 


Transportation and lifting apparatus Gages and mechanical measuring appli- 


Barrows ances 

Blocks—chain Bevels 

Blocks and falls—rope Compasses 

Chains and chain slings Gages—-depth and height 

Cords igilesiae~aniantan 

Crane hooks and shackles Plumb bobs 

Hand carts Rules—standard and contraction 

Horses Squares 

Horse carts, vans and wagons Straight edges 

Jacks—hydraulic Tapes—measuring 

Jacks—screw 

Lifting dogs Hand tools 

Lifting screws Chisels 

Motor trucks Drill braces—breast 

Motor vans Drill braces—rabbet 

Ropes—hemp and manilla Files and rasps 

Ropes—wire File handles 

Steam wagons Hack-saws—frames and blades 

Tongs—lifting Hammers—hand and sledge 

Tongs—timber Mallets 

Trolleys—hand sack Oilstones 

Trolleys—flat Pipe cutters 

Weighing machines platform 4 ipe ae, 

Portable mechanical appliances Mean 

Boring appliances Spanners—adjustable 

Drills—electric Spanners—plain 

Flexible shafts and tools Stocks and dies 

Pneumatic hammers Stud extractors 

Press—arbor and straightening Taps 

Pumps Tap wrenches 
Wrenches—pipe 
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Budgeting for the Newspaper* 


By ARTHUR LAZARUS 


The newspaper publisher believes his business to be peculiar, 
and as proof of this, points to the following conditions: 


1. That there is no control over manufactured product—the 
news, which varies from hour to hour in intensity, degree of in- 
terest and plentifulness. 

2. That the newspaper is produced at tremendous pressure, 
where consideration of expense is subordinate to the time factor. 

3. That unlike the ordinary business enterprise, the newspaper 
can not shut down when business conditions are unfavorable. 

4. That the newspaper serves a predominant public interest 
which precludes conduct under ordinary business principles. 

5. That competitive conditions largely regulate expenditures. 
For example, if a rival starts an expensive foreign service, it be- 
comes absolutely necessary for other publishers to institute a 
similar feature. 


SomME NEWSPAPERS Now ON BUDGET BASIS 


Almost every other industry makes similar claim to peculiarity 
and each one with substantial justification. However, after 
making full allowance for the extraordinary difficulties, there 
seems to be no valid reason why newspapers can not be conducted 
on a budget basis. ‘‘I know no convincing reason,’’ writes one of 
the leading editors, ‘‘why newspapers can not be like other busi- 
ness institutions, and establish a budget system. It is my pur- 
pose to take the suggestion up with our board of directors.” 

Here and there a newspaper is successfully operating on a 
budget basis. The following for example is a brief synopsis of the 
budget practice of a southern newspaper. 

‘Our budget is arrived at by forecasting the number of lines we 
run for a period of six months. These lines are multiplied by the 
average rate which gives us our advertising revenue. To this we 
add our circulation revenue, which gives us our total income. 
Our departments all receive a specified percentage of the operating 





* Written for the policy-holders’ service bureau of the Metropolitan Life Insurance Co. 
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expenses, in the shape of a budget, and at the end of each month 
the department head is notified whether he is over, or within, his 
budget. We also set aside a certain percentage known as an 
emergency fund, to take care of unforeseen expenditures or special 
promotion work which we may decide to put on after the budget 
has been forecast.” 


What is Common to All Industries 

There are at least two factors which run common to all in- 
dustries: first, the need to gauge possibilities of success before 
taking action; second, the establishment of standards of measure- 
ment to judge the success of plans, once initiated. Budgeting 
aims to do both. 


Budgeting Aids Desirable Growth 

The treasurer of a metropolitan newspaper states that they do 
not operate on a budget because they are growing so fast and they 
fear a budget might unduly cramp them. All a budget system 
rightly conceived calls for is a clear-cut programme, one in line 
with business conditions, financial resources and present and 
potential equipment. A budget system will encourage desirable 
growth and it will only curb unreasonable and dangerous expan- 
sion. 
Controlling Expense 

Nor should a curtailment of expense be confused with niggardli- 
ness. It will never do to expect high-power editors to salvage 
cord, pencils, yellow paper, etc. A newspaper publisher has, 
however, called attention to a tendency in newspaper making that 
may have serious consequences. There is a temptation with 
every increase of advertising revenue for departments ‘‘to break 
loose and take on extra expense” which absorbs the additional 
revenue. Expenses of this nature are difficult to curtail, once the 
brief advertising boom has subsided. 


Kinds of Expense 

The expenses of conducting a newspaper are of one of three 
varieties: first, those which are relatively fixed; second, those 
which ordinarily increase or fall with an increase or fall in volume 
of business; third, those which are promotional in character. 

The budget can allow for the first very closely. The budget 
will establish unit costs to measure the second. The budget will 
hold the third to a predetermined percentage of actual or esti- 


175 








The Journal of Accountancy 








mated business. While providing in this manner for elasticity of 
operation, it becomes increasingly difficult to make unnecessary 
and unjustified expenditures. 


Basis for Newspaper Budget 


In the preparation of budgetary procedure for newspapers, the 
bureau has adhered closely to the classification of accounts adopted 
by the Inland Press Association and has retained the same five 
divisions of the business into editorial and news, advertising, 
circulation, mechanical and administrative. It seems desirable 
to add a sixth—promotion—which will take care of those special 
expenses incurred to increase circulation or advertising income. 
Thus, for example, material like the kaiser’s memoirs, or Lloyd 
George’s articles, which are of general publicity value, will be 
charged up as promotion expense. Such expenses should be 
predetermined in advance on a percentage of actual or estimated 
business. There is some difference of opinion as to the foregoing 
procedure. One of the proprietors of a large Boston paper be- 
lieves such expenses should be shown under editorial. 

There does not seem to be any general agreement in the news- 
paper field as to the most significant unit costs, and those which 
are indicated in the budgeting forms are merely suggestive and 
not set down with any desire to be dogmatic. The authority for 
the units suggested is an auditor of a well-known and successful 
metropolitan newspaper. The following eight schedules are 
shown: a budget of income and expenses, a budget of income, 
editorial and news budget, advertising-expense budget, circula- 
tion-expense budget, mechanical-expense budget, budget of 
administrative expense, and a comparison of estimated and 
actual assets and liabilities. 

With these schedules certain auxiliary records are desirable, 
such as a chart of paper costs by months and years, a chart 
showing the relation of circulation revenue to paper cost, a chart 
of advertising by years, kind and principal customers, a chart of 
circulation by years and months in comparison with competitive 
newspapers, a chart showing the distribution of the publisher’s 
dollar. The Inland Press Association has already published some 
interesting data in the last direction. It is recalled that its in- 
vestigations showed the publisher’s dollar to be divided as follows: 


Seen CIRO ig 56 ois Sa SG SA Bete eis 15.0 
NES iis iis Seas dy ohaidide is nak hae Wis os Sele ARREE 7.0 
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CII aii 8 is asin ss ehaad eee oko ee ee II.0 
Pn UE is ie ti Ka Men Hid ie eae 0 ne a a eee 12.5 
I LAE Rr en re 23.5 
RIE 5k 5 operas sv icsnials eabneae +a wena 18.5 
PUIG oo sbi ip cdice vnc 0:0 shee 5 xe kee oes eee 12.5 


The 1922 publishing dollar of a New York paper, whose cir- 
culation is very large ran approximately as follows: 


NE 8 5. 5 os ig 5 a's ce cen ks shes 13 
Tis 55.56 EEES pat ooo 00eckendeeteeseeee 7 
OI cic aL, «isp Seb asta slack cre hay alco tone Pee Ge ae 14 
Pe Ae 5s «++: deat awdenvasceube oo caed tas sale eee 33 
CORE NERS GUIIIDS o. oi. Sisk so aecas nets smag oneal 18 
TIE si. 5.5. 5:0 5 Sik ca kre Shad be ea 6 
PG ii Cs ants ko b6S BAD Mice Dies dba Sy Ook ba ee 9 


Of course the newspapers comprising the Inland Press Associa- 
tion are largely small-town papers and the foregoing distribution 
of the newspaper dollar will not apply to papers in the large cities. 
Metropolitan editors object strongly to 15% for editorial expense. 
In the case of one metropolitan paper this expense runs as high as 
25%. The editorial expense of a second paper in the same city 
was, however, as low as 13% in 1922. 


THE OPPORTUNITY OF NEWSPAPERS 


Over one hundred industries have undertaken to stand.\rdize 
accounting methods and have made substantial progress. With 
some of these industries the newspaper publisher comes in direct 
contact—for example, the manufacturer of paper, who supplies 
one of his principal materials, and the printing industry in which 
the newspaper publisher is frequently himself engaged; and in 
both instances the newspaper publisher has indubitable evidence 
of the value of standardized cost accounting. In the newspaper 
field the surface has been merely scratched and there is an oppor- 
tunity for constructive achievement in the matter of standardizing 
the accounting procedure for the industry. Properly considered, 
budgeting is a part of such work of standardization. 


BuDGET OF INCOME AND EXPENSES 


Per 6403 ck Seniie GNE 6.o 6'6.6 kid ce wea 
Current month Current year to date 
Item Allowed Actual Amount Actual 
Amount % Amount % Amount % Amount % 
1. Total income...... 100 100 100 100 
Expense 
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Item 


. Advertising 
. Circulation 
. Mechanical 


NOMS & WN 


eae 


a 


(7+8 to equal 
. Total expense 
No. of pages 


™N 


Advertising 
Local display 
Foreign display 
Classified 


Salaries 
Space 
special articles 
Correspondence . 
Illustrations 


months ended 


reporting and 


Press associations... . . 


Current month 
Allowed Actual 
Amount % Amount % Amount 


Current year to date 
Amount Actual 


% Amount 


o7 
/O /0 


. Editorial and news. 


. Administration... . 
. Total expenses (2 to 


100 100 100 100 


1) 


Expense per page. . 


BuDGET OF INCOME 


Current year to date 
Allowed Actual 


% Amount % Amount % 


Current month 
Allowed Actual 
Amount % Amount 


Legals, readers, etc... . 
Total advertising. 
Circulation (gross)... . 
Total income..... 


EDITORIAL AND NEws BUDGET 


Increase 
Allowed Actual Increase Actual Increase or de- 
current current or mos, or crease 
month month decrease todate decrease same 
over over period 

all’d all’d last year 
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Increase 

Allowed Actual Increase Actual Increase or de- 

current current or mos. or crease 

month month decrease todate decrease same 

over over period 

all’d all’d last year 
Telegraph cables and 
ee 
Telephone and messen- 
rata eee ee 


Stationery and printing 
Supplies (papers, etc.) 
Misc. expense........ 
Ms & ¢ wastionee 
Number of 8-page 
NS is. 5x scx pede 
Cost per issue........ 


ADVERTISING-EXPENSE BUDGET 


POS i cctesin ge 2 ee 


Allowed Actual 
Dis- Classi- Dis- Classi- 
play fied Other Total play fied Other Total 


Salaries: 


DN e oarien + ees 
Representatives...... 
Department expense: 
Promotion......... 
ere 
PS Bisnis 8 she due 
Wh hates s- 
Advertising cuts and 
ey 
Bad debts and al- 
lowances........ 
Traveling and enter- 
tainment........ 
Misc. expense. ..... 
Total expenses... 
Total income... . 
Net income...... 
% expense to earnings. 
Total expenses....... 
Total columns....... 
Cost per column...... 
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CIRCULATION-EXPENSE BUDGET 


_. ° Spee months ended .............. 
Increase 
Allowed Actual Increase Actual Increase or de- 


current current or mos. or crease 
month month decrease todate decrease same 
over over period 
all’d all’'d last year 


Salaries (including 
mailing room)... ... 
Agency maintenance. . 
Commission......... 
ee 
NS sabe oivicierarns 
Wrapping paper...... 
Stationery and print- 

SE Peres 
Misc. supplies........ 

Postage—newspaper . . 
Postage—general..... 
Maepreneaee.......... 
Auto and truck....... 

eee 
Total circulation—8- 
page papers (in 

thousandths)....... 

Cost per M circulated 

—8-page papers.... 

It will be worth while to establish a separate control of delivery 
expense, where this item is considerable. Ninety per cent. of the 
circulation may absorb only 30 per cent. of the total delivery 
costs, while the remaining 10 per cent. may be responsible for the 
additional 70 per cent. of delivery cost. In some circumstances 
it may be desirable to abandon peripheral circulation and con- 
centrate on the circulation possibilities closest to hand. 


MECHANICAL-EXPENSE BUDGET 


eae months ended .............. 
Increase 
Allowed Actual Increase Actual Increase or de- 
current current or mos. or crease 
month month decrease todate decrease same 
over over period 
all’'d all’d last year 


Composition payroll . . 
Stereotype payroll. ... 
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Increase 
Allowed Actual Increase Actual Increase or de- 
current current or mos. or crease 
month month decrease todate decrease same 
over over period 

all’d all’'d last year 


Pressroom payroll... . 
Dept. expenses: 
Heat, light and 


Matrices and supplies 
Gs 2 65's as 


Depr. on type and me- 
chanical equip...... 
WEA ic ek} macs 
8-page papers run..... 
Cost per 8-page paper. 
Composition payroll: 
Columns composed . 
Cost per column... . 


BuDGET OF ADMINISTRATIVE EXPENSE 


Por. $8563 months enGet ...355 Sik Ses 
Increase Increase 
Increase or de- _— or de- 
Item Allowed Actual or Actual crease crease 
current current decrease mos. over same 
month month over todate all'd pertod 
all’d mos. last year 

date 
Salaries: 
Executive......... 


Business office... ... 

Clerical help....... 
General expenses: 

Advertising in other 


Pa 9:99 28 oe 
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Increase Increase 
Increase or de- or de- 
Item Allowed Actual or Actual crease crease 
current current decrease mos. over same 
month month over to date all’'d _— period 
all'd mos. last year 
date 
Telephones........ 
Ms hon 8 60% 
Bad debts......... 
Maintenance and re- 


Depreciation—other 
than type and me- 
chanical equip... .. . 

Total administrative. . 

Number of pages. .... 

Administrative costs. . 

a ae 


For large newspapers the item of maintenance and repairs may 
be large enough to warrant a separate budget. 
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Operating Control Through Scientific Analysis* 
By W. H. Justin 


In these days of world reconstruction, political, social and eco- 
nomic chaos abroad, and the resultant instability at home, any- 
thing that is manifestly an improvement over old methods or a 
constructive criticism of them should be hailed with delight by 
those to whom it applies and be woven into the fabric of their 
every-day affairs. 

It may be taken for granted that the accounting profession is 
ever reaching out for new methods to solve the new as well as the 
old problems; that, like all other human activities, it is ever in a 
process of evolution; and that, as time passes on, the antiquated 
methods are discarded one by one, as developments prove them to 
be inadequate to the purpose for which they were designed. 

In the old days the scythe and the flail were deemed sufficient 
for the harvesting of grain, the horse sufficient for all transporta- 
tion facilities, the letter for all communication, and soon. Like- 
wise, in those same good old days, it was deemed sufficient that 
the business man, the manufacturer or the merchant, should once 
each year cast up his accounts, or have it done for him, and from 
the results thus obtained boast of his past financial achievements 
and speculate on his future conquests. 

In all these activities science had very little todo. But, in the 
passing of time, the harvester has taken the place of the scythe 
and flail; the locomotive, the automobile and the air craft have 
supplanted old Dobbin; and the telephone, the telegraph and the 
wireless have come to the assistance of the modern business man, 
helping him to solve the problems of quicker communication. 
Also, industrial management, in these days, is under a scientific 
control no less exact than that which carries the wireless message 
from the broadcasting station to the ear of the listening multitude. 

Thus we have emerged from the more or less primeval day of 
commercial boasting and non-commercial speculation to the pres- 
ent day when science stands at attention, enabling us to apply the 
acid test to the past commercial achievement and at the same time 





*A paper read at the regional meeting of the American Institute of Accountants at Omaha, 
Nebraska, May 24, 1924. 
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to determine whether the plan for future commercial conquest is 
founded upon the rock of sound business judgment or upon the 
shifting sands of imagination and fancy. 

Scientific research has come to the aid of the industrial engineer 
as well as of the electrical engineer. He need no longer be in 
doubt as to his achievements, for he can test them; nor as to his 
ambitions, for he can measure them. It has been a matter of only 
a little more than a decade since various far-sighted institutions 
began assembling data whereby industrial analyses could be 
made, enabling one to determine, not only the standing of a given 
unit in an industry at a given moment, but also, with a precision 
no less exact, enabling one to point out the course that has been 
pursued and the rate attained in reaching that standing; and, by 
the same means, enabling one to foretell the fate of that industrial 
unit, that is, whither it is bound and what factors are accelerating 
or retarding its progress. 

The balance-sheet of an industry is the summation of that in- 
dustry’s activities. It shows, or should show, not only the posi- 
tion attained by an enterprise, but also the manner of reaching 
that point and the direction in which the enterprise is headed. It 
should be made to answer the vital question, ‘‘Whence come you 
and whither are you traveling?” as well as merely the categorical 
question, ‘‘Where do you stand?” If, by the proper use of avail- 
able data, one can construct a composite balance-sheet for a given 
industry and then, by the proper use of analytical ratios, establish 
the degree of normalcy attained by an individual unit of that in- 
dustry, it would appear that the balance-sheet becomes a vital, 
throbbing, living index of industrial activity and its use much 
greater than merely determining the position attained. 

The various institutions and individuals that have been most 
far-sighted in these matters have assembled data of great value to 
the industrial managers in the various fields covered and of in- 
estimable value to those whose duty it is to make a scientific anal- 
ysis of an industry or an analysis of the success or failure of an 
individual unit of such an industry. 

For the purpose of such an analysis we will take up the flour- 
milling industry. In name no more prosaic industry could be 
selected; but in achievement hardly any other industry offers 
such a wide range of development over such a long period of time. 
As a basis for this analysis, the following composite ratios are 
produced. 
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These ratios are compiled from data covering fifty-seven flour 
mills of this country. No mill of less than eighteen-hundred 
barrels daily capacity was considered. And when we stop to 
consider the fact that there are less than one hundred flour mills 
in the United States of a capacity greater than eighteen-hundred 
barrels daily capacity, we shall have to admit that the data enter- 
ing into these composite ratios are not only representative but 
trustworthy. 

These composite ratios are grouped according to the facts they 
disclose. First, we have the four static ratios; next, the four 
velocity ratios; and last, but not least, the three efficiency ratios. 

The static ratios, as is well known, merely indicate the present 
momentary standing of the concern under process of analysis; 
the velocity ratios indicate the direction in which the concern is 
going and how fast it is making the trip; while the efficiency 
ratios indicate the degree of efficiency attained in the financing, 
the selling and the operating departments of the concern. 

It must be remembered that while the analysis presented in 
this paper concerns the flour-milling industry, the fundamental 
principles abstractly considered are as applicable to any other 
industry as to that of flour milling; and it must also be remem- 
bered that no trade secrets are divulged: everything contained 
herein has been gathered from published reports, either by the 
companies themselves, the milling journals, or the federal trade 
commission. 


THE WorRKING-CAPITAL RATIO 


First, we shall take up the much vaunted and greatly over- 
worked current ratio, called also the working-capital ratio. It is 
well to remember that this ratio has been in the minds of account- 
ants, credit men and business men for many years. There is 
nothing new about it. One should remember also that business 
men generally have arranged for the fiscal closing of their books 
to be at such a season of the year as will allow them to show the 
greatest possible working-capital ratio, for they have been edu- 
cated to the belief that in seeking credit this ratio is the one that 
receives the greatest consideration by the credit grantor. In 
keeping with this erroneous idea the practice of window dressing 
has become more or less common. By this practice the much 
coveted two-to-one proportion is brought about, sometimes by 
means that are neither sound nor ethical. Alexander Wall 
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illustrates this by the story of the credit-seeking company which, 
just before the closing of its books, had friends temporarily take 
over certain securities and merchandise of the compafy, and 
with the proceeds thus obtained, paid off a corresponding amount 
of the liabilities, thus bringing about a higher ratio of current 
assets to current liabilities. For, when the current assets are 
in excess of the current liabilities, the subtraction of equal 
amounts from both will result in a higher ratio, as the following 
example will show: 





Current assets Current liabilities Ratio 
$20,000 $8,000 2.5 tol 
Deduct: 5,000 5,000 
Result: $15,000 $3,000 5.0tolI 


But the reverse of this is not true, for if the current assets are 
less than the current liabilities the subtraction of equal amounts 
from both will result in a lower ratio. 

James H. Bliss in his Financial and Operating Ratios in Man- 
agement shows this ratio to be 1.98 to 1. This average is for a 
group of seven mills covering a period of nine years. These 
ratios run from 1913 to 1921, apparently without any regularity 
whatever. It will be noted that the average, as established by 
Mr. Bliss, lacks only .o2 of equaling the coveted goal of “‘two to 
one,”’ while our average is .05 in excess of that goal. One thing, 
however, that should be remembered is that a ratio of approxi- 
mately 2.05 between current assets and current liabilities is a 
healthy, normal average for the milling industry. 

Now, what may we learn from this ratio? It is called the 
working-capital ratio because the difference between the current 
assets and the current liabilities represents the working capital of 
an industry. Obviously, the further this ratio recedes from the 
normal average the less healthy is the condition of immediate 
liquidation of debts; and should the ratio decrease to unity, the 
condition no doubt would be such as to make the prompt pay- 
ment of debts somewhat slow. On the other hand, the higher 
the ratio, the healthier the condition of liquidity; and the debts of 
the concern naturally would be met more promptly, bills being 
discounted instead of being allowed to become past due and stale. 

But however important this ratio might seem to be, it would 
be very unwise to pin one’s faith to it,—as the other static, veloc- 
ity and efficiency ratios might disclose a condition which would 
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discount this ratio; and even though it should show a five-to-one 
result, it might be that a judgment based on it alone would be far 
from correct. 


MERCHANDISE TO RECEIVABLES 


The second static ratio is that of merchandise to receivables. 
Mr. Wall speaks of this ratio in inverse terms, that is, receivables 
to merchandise. But from my analysis, the merchandise is 
always in excess of the receivables in the milling industry; and in 
keeping with the general idea of placing the larger of the terms 
as the antecedent and the smaller as the consequent, I prefer 
the ratio expressed as merchandise to receivables. 

This ratio, as shown by the analysis, stands as 1.99 to1. Thus, 
the average merchandise inventory at a given time is nearly 
twice the amount of the receivables inventory at the same time. 
The fact that sales in this industry are on neither a cash basis nor 
an open-account basis, alone, explains this. Many of the sales 
are for cash on arrival of goods at destination. Especially is this 
true of the car-lot trade. Hence we would not expect to find at 
any given moment outstanding receivables equal to the mer- 
chandise inventory. As will be seen later, the merchandise 
turnover is 1.10 monthly, or 13.20 annually, which is at the rate 
of a complete turnover every twenty-eight days. This is an 
approximate monthly turnover and inasmuch as the ratio of 
merchandise to receivables is 1.99 to 1, the average turnover of 
the receivables would be only one-half as great, were it not for 
the cash sales, which do not show on the books as receivables at 
any time. 

It appears that since practically 48% of the net sales are of 
this class, by eliminating this percentage, the true ratio of open- 
account sales to receivables becomes 1.186 monthly or 14.23 
annually,—that is to say, there is a complete turnover of receiva- 
bles every twenty-six days, the average time outstanding for 
open-account items. This would indicate that a large proportica 
of those sales that are made on open account is paid for before 
the expiration of the regular thirty-day term of maturity, for it is 
a well known fact that many run beyond that period. 

Since the ratio of sales to merchandise indicates a turnover 
every twenty-eight days and since the ratio of open-account sales to 
receivables indicates a turnover every twenty-six days, it appears 
that the ratio of merchandise to receivables is a well-balanced 
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ratio and represents the true condition of liquidity of receivables, 
namely, that open account sales are made on a uniform monthly 
basis, that slightly more items are paid for before maturity than 
are allowed to go beyond that maturity (accounted for by the 
regular trade discounts), and that the merchandise inventory is 
kept practically at such a volume as to satisfy the requirements of 
one month's sales. 


Net WortTH To LIABILITIES 


The next ratio to be considered is that of net worth to liabilities. 
Here again I have placed the larger quantity as the antecedent 
and the smaller as the consequent. As long as this ratio is one or 
greater, dry rot has not yet set in. However, if this ratio falls be- 
low unity, it indicates that creditors are financing the concern to 
greater degree than the owners themselves—hence the basic con- 
clusion that this ratio shows the margin of safety to the owners 
and at the same moment the degree to which creditors are financ- 
ing the individual enterprise. In this industry the average ratio 
of net worth to liabilities is 3.57 to 1. This would indicate a 
healthy industrial condition. We must remember that in the 
conduct of most business enterprises there is usually a dual owner- 
ship—that represented by the capital invested by the nominal 
owners and that represented by the capital advanced by the 
creditors to the nominal owners. If the liabilities of an enterprise 
are equal to the net worth, it is obvious that the creditors’ owner- 
ship is in reality equal to the stockholders’ ownership, and that 
they should therefore, theoretically at least, have as much to say 
in the conduct of the business as the nominal owners themselves. 

This fact has given rise to the practice among creditors of co- 
operating with one another and with the debtor company at any 
time when this ratio has fallen dangerously close to unity. One 
writer on this subject has said that for the liabilities to approach 
as nearly as 75% to the net worth would indicate a very unstable 
condition. But in the industry under consideration, since the 
ratio of net worth to liabilities is as 3.57 to 1, the liabilities are 
therefore only 28% of the net worth. This shows conclusively 
that the industry is not in the habit of relying to an unsafe degree 
upon the goodwill of its creditors for the financing of its business. 


Net WortTH TO FIXED ASSETS 
Net worth to fixed assets is ratio No. 4. This ratio determines 
the industry’s policy of investing its profits; it demonstrates that 
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the industry either has or has not over-invested in plant ana 
equipment. This ratio also brings out facts, with the velocity 
ratios to be discussed later, which will disclose whether or not the 
industry’s profits are being dissipated. If an enterprise should be 
making large profits and those profits were not in evidence on the 
balance-sheet in the form of increases to fixed assets or current 
assets, or if they were not reflected in the surplus account, the un- 
divided profits account or any reserve, it would be logical to con- 
clude that they had been dissipated as rapidly as accumulated, 
perhaps by speculation or some other well-known brand of prof- 
ligacy. 

As Mr. Wall puts it: “‘It is not enough that an industry should 
show an increase in net worth; it must make reasonable disposi- 
tion of this increase,—not disbursing it in dividends to an abnor- 
mal degree and not transforming this additional capital into fixed 
capital beyond a reasonable proportion.”’ 

Now, in this industry, as in any other, if we find that the ratio of 
net worth to fixed assets is greater than unity, we know that the 
owner’s investment is sufficient to offset the fixed or non-current 
assets. Any excess above unity in this ratio indicates the degree 
to which the current assets are the property of those who claim 
ownership. This ratio in the milling industry, as shown by the 
data assembled, is as 1.47 to I, indicating a healthy and substan- 
tial condition. In fact, the average net worth is almost equal to 
the combined value of fixed assets and merchandise inventories 
and the amount in excess of fixed assets is more than sufficient to 
liquidate all current liabilities. Expressed in another manner, if 
this ratio were only as 1.37 to I, it would still indicate that the 
owners’ investment in the industry was sufficient to cover the 
value of the fixed assets and pay off all liabilities. Hence a ratio 
of 1.37 to I, it seems, is a true measure of adequacy in this indus- 
try. Any decrease below this would seem unsafe, and the greater 
the decrease the greater the degree of instability; on the other 
hand, any increase above it would indicate additional safety and 
stability. The analysis, therefore, shows the average net worth of 
the industry to be 107% adequate, that is, the ratio of 1.47 is 7% 
in excess of adequacy, if adequacy may be expressed as 1.37 to I. 


SALES TO RECEIVABLES 


Let us now consider briefly the four velocity ratios. The first 
of these is sales to receivables. As has already been pointed out, 
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this ratio, taken in conjunction with the static ratio, merchandise 
to receivables, indicates the progress of collections. The analysis 
shows a sales-to-receivables ratio of 2.28 to 1 monthly, or 27.36 
annually. This would indicate a turnover of receivables every 
13.34 days; but, as previously stated, 48% of the sales in this in- 
dustry are never shown as receivables, as they are made on a cash 
or arrival-draft basis. Hence only 52% are open-account sales. 
This indicates an annual ratio of 14.23, a turnover of receivables 
every 26days. This ratio indicates the liquidity of sales, that is, 
the comparative promptness of payment of the concern’s out- 
standing invoices for goods delivered on open account. Inas- 
much as the average open-account sale in this industry, as a whole, 
is made on a thirty-day basis, we would expect to find between 
open account sales and receivables a ratio of 12.17. But the ratio 
that we have found is 14.23. Hence our ratio of sales to receiv- 
ables is 117% adequate, that is, it is 17% more favorable than is 
necessary to meet the requirements of thirty-day terms of credit. 


SALES TO MERCHANDISE 


The ratio of sales to merchandise indicates the rapidity of the 
merchandise turnover. In the analysis we find this ratio to be as 
1.10 to 1, which expressed in terms of days, means, as previously 
stated, that there are 13.20 stock turnovers per annum, or one 
every 28 days. As the sales are made on average 30-day terms 
the industry has only a month as a period of jeopardy. But the 
jeopardy of loss is minimized by the fact that the purchases are 
usually made only as orders are booked. Therefore in this indus- 
try there is in reality no period of inventory jeopardy, the average 
inventory being approximately sufficient to fill the orders of only 
one month, the average term of the sale. 

To put it differently, since the average ratio of sales to receiv- 
able is 2.28 monthly or 27.36 annually and since the policy of a 
concern would normally be to buy raw material only in such quan- 
tities as it may be sold and paid for as a finished product, we would 
expect to find between sales and merchandise a ratio equivalent to 
the sales-to-receivable ratio. But only 52% of these sales being 
on open account, the ratio of sales to merchandise that we would 
look for in this industry would be 14.23. But we have found the 
ratio to be 13.20. This indicates a merchandise inventory 
107.7% adequate, or 7.7% in excess of adequacy as expressed in 
volume of sales and terms of credit. 
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NET SALES TO NET WorRTH 


Net sales to net worth is the third velocity ratio and indicates 
the activity of the owners’ investment. It is also a measure of 
efficiency of the sales organization, for from it one can determine 
whether or not the sales have decreased in volume to the point 
where the business has become sluggish. This ratio is .37 to I 
monthly or 4.44 to I annually. Thus there is a turnover of the 
net worth of the industry every 82.2 days. Since the first of the 
efficiency ratios shows a ratio of .1176 to 1 between operating 
profit and net worth, which is at a rate of 11.76%, since it is gener- 
ally conceded that a return of 12% on an investment in a manu- 
facturing industry is an adequate return, and, further, since any 
change in the net worth or the sales would correspondingly in- 
crease or decrease the investment ratio, we must concede that our 
ratio of net sales to net worth is an adequate ratio. In fact, it is 
apparent that it is more than adequate, for the investment ratio is 
based, as explained later, on operating profit (down to the point 
before the payment of dividends and not taking into consideration 
interest on investment). 


Net SALES TO FIXED ASSETS 


The last of the velocity ratios, that of net sales to fixed assets, is 
indicative of a concern’s general competitive position or the pro- 
ductivity of the plant. In this industry this ratio stands as .51 to 
1 on a monthly basis or 6.12 annually. This indicates a turnover 
every 59.6 days. 


EFFICIENCY RATIOS 


I have designated the three following ratios as efficiency ratios 
because of the fact that a certain phase of industrial efficiency is 
denoted by each. 

1. The investment ratio, that of operating profit to net worth, 
indicates return on capital invested or financial efficiency. In 
determining the ratio, I had to resort to data outside the reports, 
as the reports analyzed showed a remarkable paucity of informa- 
tion dealing with profit. On page 251 of Mr. Bliss’ statistics, 
Financial and Operating Ratios, he analyzes seven mills over a 
period of seven years each and finds an average of 11.76% per 
annum. One of these companies is the fourth largest mill in the 
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United States and averages 12% when standing by itself. The 
federal trade commission’s report, which covers 130 mills over a 
period of five years, shows a ratio of .og1 toI,or9.1%. Butsince 
Mr. Bliss’ statistics cover a later period, namely, the years 1918, 
1919, 1920 and 1921, his average is made use of in this paper, 
though possibly the federal trade commission’s average is as 
nearly correct. 

2. The loss-and-gain ratio, that of operating profit to net sales, 
indicates return on volume of business or sales efficiency. 

In determining this ratio it was again impossible to get the data 
necessary from the reports published. These data are not con- 
tained in any of the reports analyzed for the purposes of this 
paper. I, therefore, made use of Mr. Bliss’ averages for the indus- 
tries with a narrow margin of profit on sales. He averages four 
groups of this class of industry over a period of nine years and 
finds the average of 3.9% as being indicative of surplus net profits 
earned on sales. But operating profit, as it is used throughout 
this paper, is equivalent to what Mr. Bliss terms surplus net profits 
(being the profits before deducting dividends). These averages 
are found in Financial and Operating Ratios at page 260. 

The federal trade commission’s report shows a ratio of .0406 to 
I or a rate of 4.06%, but the commission’s report covers only five 
years, I913 to 1917 inclusive. To be consistent, I favor Mr. Bliss’ 
averages. They cover a much longer period of observation. 

3. The expense ratio, that of operating expense to net sales, 
indicates operating efficiency. As in the case of operating profits, 
when I undertook to determine composite operating expenses, I 
found that there was a dearth of data available for the purpose. 
But to complete the normalcy analysis it was indispensable to 
know the average operating expense. 

I again resorted to the federal trade commission’s report, which 
covers a period of five years. The commission found the operat- 
ing expense to be 10.6% of net sales, a ratioof .106to1. Desiring 
to test the accuracy of this ratio, the files of the milling journals 
were searched and they disclosed data, which when assembled 
made it possible to find an average ratio of .093 to I or a rate of 
9.3%, a difference of only 1.3%. Desiring to incorporate both 
sources of information, I adopted the average of these two ratios, 
which is .0995 to 1 orarate of 9.95%. This ratio of operating ex- 
pense to net sales is indicative of the degree of operating efficiency 
attained in the industry. 
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COMPOSITE BALANCE-SHEET RATIOS 
Three Distinct Industries 
Flour General Retail 


Static ratios milling stores* bareriest 
Current assets to current liabilities........ 2.05 3.66 2.35 
Merchandise to receivables............... 1.99 3.125 8.33 
Net worth to liabilities................... 3.57 3.03 5.26 
Net worth to fixed assets. ................ 1.47 6.28 1.34 
Velocity ratios 
Net sales to receivables. ................. 2.28 .81 9 .67 
Net sales to merchandise................. 1.10 .26 1.16 
Net sales to net worth................0. ei .22 .29 
Net sales to fixed assets.................. 51 1.38 .39 
Efficiency ratios 
Operating profit to net worth............. .0098 
(Investment ratio) 
Operating profit to net sales.............. .0390 
(Loss and gain ratio) 
Operating expense to net sales............ .0995 


(Expense ratio) 


Now, having dwelt somewhat upon each of the greups of ratios, 
viz.—static, velocity and efficiency, it is fitting to ask whether or 
not can they be made to perform a useful function. I believe they 
can, for with the composite ratios of a given industry at hand, 
when analyzing an individual unit of that industry, it is possible 
readily to ascertain to what degree of normalcy the concern has 
attained; and, if abnormal or subnormal in any of its functions, 
one can readily locate the particular phases of the concern’s activi- 
ties that are not normal. 

But if no composite ratios have been compiled covering the in- 
dustry with which one is concerned, there may be compiled, from 
the individual concern’s cwn records, ratios covering periods that 
are known to be normal, and in this way the same analysis be- 
comes possible. There are many phases of ratio analysis that I 
can not take up in this paper. But one must remember there are 
certain differentials that should be taken into consideration. 
These are known as the industrial differential, as is illustrated in 
the comparative composite balance-sheet ratios. Here are the 
ratios of flour mills, general stores and retail bakeries, shown in 


* University of Nebraska, 158 general stores, 
Velocity of ratios are expressed on monthly basis. 
t Credit education committee, ‘ 
Omaha association of credit men, Nebraska bakeries. 
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columns to show the differences between these industries. And it 
apparently would be misleading to consolidate these various in- 
dustries into one universal composite, for the differences are so 
marked that no individual unit of any industry could be gauged 
by it. 

Also, there is the geographical differential. To be exact, one 
should localize the units, bringing into the composite only those 
units of the same region or district. The business of a milling 
concern on the Pacific coast could not be properly analyzed by a 
comparison with a composite consisting of the mills of the interior 
of the country. They draw their supplies of wheat from different 
regions, different freight rates apply and the manufactured prod- 
uct finds its way into different markets where entirely different 
competitive factors enter into the business. 

So also there is a seasonal differential. Perhaps it does not play 
so strong a part in the general analysis as one might suppose at 
first glance, for most concerns in a given industry are in the habit 
of closing their books at a time in the year when the maximum of 
advantage can be obtained by so doing; hence the analysis of a 
going concern’s business would naturally be sought at that season 
of the year when it is the practice in that industry to make a 
cut-off of the business and determine its standing and its trend. 
This, however, would not hold good when the necessity arrives (as 
it very frequently does) for an accounting to be made on any day 
inany month. Here we have the seasonal differential playing an 
important part in the general analysis. 

There is another differential that as yet has been kept somewhat 
in the background. We know that even in the same industry, in 
the same locality and at the same season, one concern may be 
prospering while another may not. The personnel of one organi- 
zation may be made up of men of high efficiency while that of an- 
other may be made up of men of mediocre ability. For lack of a 
better name, let us call this the personnel differential. It may 
play an important part in the analysis of a concern’s activities. 

But even if there are differentials to be taken into consideration, 
we must recognize the fact that the scientific analysis of a business 
may be had, if one has at his command the composite of the indus- 
try under consideration; for it furnishes a standard of normalcy 
and any function of the concern that is not normal may be quickly 
determined and a remedy may be pointed out. 
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Methods of Teaching Estate Accounting and 
Taxation * 


By Haro_p DuDLEY GREELEY 


A teacher who is earnestly interested in his subject changes his 
methods from time to time, especially in a subject which is grow- 
ing rapidly as is this one. Certainly my methods today differ 
materially from my methods at New York university in 1908. 
Formerly the bookkeeping and accounting of estates were stressed 
but now the emphasis is laid upon taxation. This change has 
been due partly to a developing understanding of the subject, but 
chiefly to the tremendous increase in importance of taxation. 
Today it seems to me that estate accounting and taxation should 
be taught as, roughly, 90% law, 5% probate practice, and 5% 
bookkeeping and accounting. 

The object of this course as given at Columbia is to prepare a 
student who already has a fair working knowledge of double-entry 
bookkeeping to instal and operate adequate accounts for execu- 
tors, administrators and testamentary trustees and to prepare for 
them any tax return! or statement of account required of them 
during or at the close of their administration. It has been said 
that no man who is not bigger than his job is big enough for it. 
Therefore, while we do not attempt to produce lawyers or tax 
consultants, we do aim to make our students intelligent about the 
larger problems in the administration of decedents’ estates and 
testamentary trusts and, by providing a general view of adminis- 
trations, to enable a person working on a particular part to see the 
importance of his work in relation to the whole. 

The method of attempting this is to teach principles and to give 
a general idea of the best practice but to ignore the unimportant 
details of statutes which ordinarily are not carried in one’s mind 
but are referred to upon occasion. The most striking examples 
probably are the statutes of descent and distribution, those speci- 
fying legal investments for trustees, and section 211 of the revenue 





i seas read before the American Association of University Instructors in Accounting, De- 

cember 29, 1923. 

_ + Beginning in September 1924, the course at Columbia will be given in two parts, each includ- 

ages class sessions. The first part deals with estate accounting and the second with estate tax- 
D. 
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act of 1921? which gives the surtax rates. The student should be 
taught where to find statutes of this kind, but in my judgment it 
would be asinine to require him to commit them to memory. A 
possible exception can be made just prior to a C. P. A. or other 
public examination, when he should be cautioned to memorize the 
important features of such statutes for that occasion only and to 
try to forget them promptly thereafter. 

In rough outline, the course begins with a description of the 
general procedure in the administration of an estate, including 
therein definitions and explanations of the principal titles, terms 
and practices found in such work and a definite description and 
example of the form of statement of account usually rendered at 
the close of the administration. This latter requirement is to pro- 
vide at the outset a view of the goal toward which all of the cur- 
rent work proceeds. The law of wills is not considered, but the 
law underlying the various steps in administration is studied in 
conjunction with principles of accountancy as they relate to the 
usual situations which arise in practice. The course then pro- 
ceeds to the method of admitting wills to probate, the appoint- 
ment and control of executors, administrators and trustees, the 
discovery, collection and care of assets, the preparation of inven- 
tories, the advertising for creditors, the payment of administra- 
tion expenses, funeral expenses, taxes, debts and legacies, and the 
accounting at the close of the administration. During the latter 
part of the course the work of testamentary trustees is studied, 
with particular reference to the apportionment of items between 
principal and income. 

While New York and federal taxes are studied in considerable 
detail, no attention is paid to the taxation of non-resident estates. 
It is believed that this topic is much too complicated to be covered 
in a thirty-hour course. Students, however, should be taught 
where to find the law when needed. No attempt is made to teach 
the methods of securing transfers of stocks owned by a decedent. 
It will be recalled that corporations are made collecting agents for 
taxes by being forbidden to transfer stocks standing in the dece- 
dent’s name until the necessary waivers are secured from the 
proper state officers. In order to secure the transfer of certain 
capital stock, waivers must be obtained from six states regardless 
of the state of decedent’s residence. In a recent case which was 
not unusual inheritance taxes were paid in five states, Colorado, 





2 Section 211 of the revenue act of 1924. 
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Kentucky, West Virginia, New York and New Jersey. It is evi- 
dent, therefore, that the subject of non-resident inheritance taxa- 
tion can not be taught in a short course such as the one we are 
considering. 

It is believed that the discussion of mid-term examination re- 
sults and the discussion of the last preceding final examination are 
valuable teaching expedients. They give the student a feeling of 
security through indicating to him the general plan of the exami- 
nations. Incidentally all students are put on the same basis, 
whereas otherwise those who live in fraternity houses will usually 
be able to obtain preceding examinations without difficulty while 
those who do not are unable to secure them. 

The methods of teaching will vary with the location of the city 
where the course is given. Those described in this paper can be 
applied best in large cities where students include undergraduates, 
graduate students in business, political science, law, and other 
graduate schools, students who are not taking other courses but who 
are public accountants, attorneys and trust-company employees, 
many of whom subscribe to tax services, read newspaper columns 
for investors and taxpayers and go into court on actual estates. 

The method used is primarily the lecture method? with recita- 
tions on past lectures and on required reading assignments. The 
home work consists of writing up class notes, solving problems, 
studying reading assignments and preparing written questions for 
submission. The last point is later described more at length. 

It is believed that the lecturing should not be too formal. The 
best results are usually secured by having the lecturing consist of a 
running comment on the topic, time being taken to dictate brief 
definitions and summaries. Interruptions for questions from the 
class can profitably be encouraged provided they do not go to the 
point of leading the class discussion away from the topic under 
consideration. 

Recitations should be based on oral questioning on topics pre- 
viously covered, preferably through cases which require thought 
and application rather than memorization. For example, on a 
review, students were asked to detect all the errors in the follow- 
ing narrative with which they were supplied. This narrative 
has about as many mistakes as possible, while still preserving the 
general semblance of reasonableness and truth. 





* Beginning in September 1924, the work of the course includes the study of a textbook on 
estate accounting. 
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Henry Philips, a resident of New York, died May 15, 1921, leaving no 
widow but leaving one son, one granddaughter (the daughter of a deceased 
son) and two great-grandchildren (the only surviving descendants of a 
deceased daughter). In his nuncupative will he named Arthur Conklin 
as administrator and provided that under no circumstances was Conklin 
to be required to give a bond. Accordingly the probate judge issued let- 
ters of administration to Conklin without requiring a bond, although 
Conklin was a non-resident of New York and badly involved financially. 

The will of the deceased intestate provided gifts causa mortis to his next 
of kin as follows: 

A devise of a necklace to Dora Gray, a friend. 

A specific devise of $10,000 to his son George. 

A general legacy of his New York city real estate to his granddaughter 

Ethel. 

A demonstrative legacy of $5,000 to Graham, his butler. 

A specific legacy of his library to his son George. 

All the rest, residue and remainder of his personal property to Conklin 
to hold as executor during the life of the granddaughter, Ethel, the 
income to be paid to her, and on her death the unexpended portion of 
the principal to be conveyed to the great-grandchildren as heirs. 

All the rest, residue and remainder of his real property to the X Trust 
Company to hold in trust for 15 years, accumulating the income for 
the benefit of his son George, who was 45 years old at the date of 
Philips’ death. 

The assets of the estate consisted of the following property, all of which 

was inventoried by the administrator at the amounts specified: 


Household furniture and personal effects...... $5,000 .00 
i EE Ce Ts er rte eee em 1,500 .00 
COU es pais Madea. as 4 ne Hct aee 1,647 .28 


Deposit in savings bank: 
Balance Jan. 1, 1921, with inter- 


el OS eee $241 .67 

Interest to May 15, 1921...... 3.62 
——— 245.99 
Stocks and bonds, market value $17,540—par.. 18,700.00 
Libsaty,, GGGUNEE VERE. . 6. 6 6c ee ci cceeeee 2,000 .00 
Real estate in New York city............... 20,000 .00 
Real estate in Albany, N. Y................. 12,000 .00 
Life insurance payable to son............... 5,000.00 


Conklin executed a deed of the New York city real estate to Ethel and 
offered to execute one covering the Albany realty to the X Trust Com- 
pany, but the company refused to accept it on the ground that the trust 
was not lawful. 

At this point in the administration of the trust, Conklin died and an 
executor c.t.a. was selected by the heirs to complete his work. 


Students are urged to keep orderly class notes. An analogy is 


drawn between notes taken in class and entries in books of origi- 





nalentry. As the latter should be posted to ledger accounts for 
useful classification, so the former should be posted to premanent 
notes in loose-leaf form. Students should be required periodi- 
cally to submit their notes for the teacher’s inspection. 

The problems assigned for home solution may preferably be 
C. P. A. problems, ranging from simple ones to those which are 
complex. Asa part of the solution, students may be required to 
note all errors in terminology and procedure, but of course they 
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should be cautioned not to comment on such matters in an offi- 
cial C. P. A. examination. The solutions may be collected at 
irregular intervals in order to make sure that they are being pre- 
pared, but grading the solutions is not believed necessary. The 
chief points of each solution can be explained briefly at the session 
following the assignment of the problem. 

The matter of the reading assignments presents one of the 
most perplexing teaching features. Because of the scope of the 
course, complete text in New York, for example, would cost about 
$200 and much of it would become obsolete in six months. Stu- 
dents sometimes have access to law libraries but regular law 
readings can not be assigned because few students have been 
trained to use a law library. Bearing in mind the conception of 
the course as 90% law, it is obvious that a technical text general 
enough to sell throughout all the states would be too large and 
expensive for use in any one state. Differences among states are 
marked and there are differences even among the five counties 
which compose the city of New York. In one, an executor is not 
allowed credit for the payment of taxes on decedent’s realty 
prior to death, because such a tax is held to be a lien on the realty 
to be paid by the devisees or heirs and not out of the personal 
estate. In another county the executor is allowed credit because 
the lien is regarded merely as a means of coilection not affecting 
the essential fact that taxes are really debts of the decedent. 
This difference was discussed in an article which I wrote for 
Trust Companies in April, 1909, and it is still noted in Heaton on 
Surrogates’ Courts (fourth edition, page 1274). 

In view of the differences and technicalties of local laws, one 
solution for reading assignments is mimeographed notes prepared 
by the teacher and sold to students approximately at cost. These 
must be kept up to date. The New York legislature in 1923 
completely changed the rates of commissions and it made other 
important changes. As soon as the Frick case, brought by the 
state of Pennsylvania, is decided by the United States supreme 
court, we expect a radical change in the method of computing the 
New York inheritance tax; namely, the right to deduct the fed- 
eral estate tax in estimating the net taxable estate passing by 
transfer. 

The mimeographed notes prepared by the teacher contain a 
graphic outline of administration, definitions of fundamental 
terms, a form of summary statement of account, and various 
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problems. These are supplemented by printed copies of all the 
statutes involved. It is believed wise to start with the statutes 
in their original form and then to follow with government regula- 
tions and the comments of text writers. Constant references to 
the statutes themselves bring students back to the main highway 
of thought and keep them from browsing along the bypaths of 
discussion in what various writers have to say about the law. 

The submission of written questions by students has proved a 
useful expedient for determining which students are thinking 
about the course. It is well to require the submission of a written 
question by each student at the beginning of each session. These 
questions usually should not be answered because the classroom 
time will not permit and because the teacher as a rule will have no 
time to investigate all of the obscure points raised by the better 
students. Incidentally, however, the teacher gets the benefit of 
many suggestions for improvements when he next gives the 
course. All questions that reveal a misunderstanding of any 
fundamental point may properly be answered individually either 
before or after class. Questions are graded solely on the basis of 
their intelligence. No credit should be given for a question 
which the student could answer for himself by referring to his 
notes. For example, a question such as “‘ What is the difference 
in meaning between next of kin and heirs at law?’’ should entitle 
a student to no credit because that is a point explained in the 
notes issued to students. No credit should be given for questions 
on matters in advance of the point which the class has reached. 
No credit should be given for questions which appear to be based 
on actual cases with which the student is familiar. In short the 
object of requiring the submission of written questions is to 
ascertain whether or not a student is thinking about the course. 

In order to illustrate this matter of students’ questions, the 
following actual questions are given. They have been classified 
as concerning practical and theoretical tax matters, administra- 
tion procedure and accounting. 

1. In computing the net taxable transfer under the New York 
inheritance tax law, we are allowed to deduct trustees’ 
commissions on principal but we are not allowed to 
deduct federal estate tax. Where the trust fund con- 
sists of the residue out of which the federal estate tax 





4 These have since been included in a textbook on estate accounting. 
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must be paid, are we required to deduct this tax in 
estimating the trustees’ commissions? 

2. It is a fundamental principle that property taxation shall 
be equal in its burdens and uniform in its application. 
How, then, can you justify inheritance taxation that 
makes a distinction between collateral kindred or 
strangers in blood and kindred in the direct line? 

3. Are the schedules filed with the New York tax commis- 
sion accepted by the surrogate as the estate inventory, 
so far as they are applicable? 

4. Can a trust be set up before the estate is settled? If 
not, does the beneficiary lose the income during the 
period of administration? 

5. In the executor’s accounts as presented for judicial settle- 
ment, how do you determine whether or not to have 
separate summaries for principal and income? 

6. When an executor pays the New York inheritance tax 
within six months, can the discount thereby secured be 
recorded as income? 

In conclusion it may be noted that this subject is essentially a 
living one and can never properly be given twice alike in every 
particular. A knowledge of double-entry bookkeeping should 
be a prerequisite and it is preferable for students to have a fair 
knowledge of business law and accounting, particularly for such 
points as the valuation of goodwill in a decedent’s business as a 
sole proprietor or partner. Principles should be stressed and 
illustrated by many examples, but it is not believed advisable to 
run a set of executor’s books throughout the course or to fill in 
actual court forms. Both these procedures tend to emphasize 
form and take time away from more important topics. The 
teacher must of course keep up to the minute in matters of law, 
particularly taxation. It would seem advisable that the subject 
should not be combined with other types of fiduciary account- 
ing. Under the title of ‘‘estate accounting and taxation” and 
including testamentary trusts the subject is heavy enough for 
a thirty-hour course. 
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EDITORIAL 


Arrangements for the annual meeting of 
the American Institute of Accountants 
to be held in St. Louis, Missouri, Sep- 
tember 16th and 17th are practically complete, and the committee 
in charge reports that there are prospects of an unusually large at- 
tendance. The efforts which have been made to ensure the at- 
tendance of representatives of British and Canadian societies of 
accountants have been successful, and it is believed that all the 
principal societies will send delegates. The programme which 
appeared in tentative form in the bulletin of the Institute issued 
August 15th includes a number of discussions upon important 
subjects. Special interest will probably be felt in the following: 
‘“‘Inventories—with particular reference to goods in transit and 
cash discount;”’ ‘‘ The fetish of the calendar year as a fiscal year;”’ 
‘‘Conference between clients and auditors in the settlement of a 
corporation balance-sheet;”’ ‘‘University accounting courses;” 
‘‘Accountants and their relation to bond and stock-brokers in 
placing securities on the market;” “‘Capital stock and surplus.” 
The meetings will be held at the Chase hotel. All who are con- 
cerned with professional accountancy will be cordially welcome at 
the open sessions. There will be meetings of the council of the 
Institute on the Monday preceding and Thursday following the 
open meeting. These, of course, will be executive sessions. The 
committee expresses the hope that the invitation to attend the 
open sessions will lead to the presence of many persons not now 
members of the Institute. The work of the Institute and its pur- 
poses are best exemplified at such a time. Full information may 
be obtained from the chairman of the committee on meetings, 
David L. Grey, 506 Olive street, St. Louis, Missouri, or from the 
offices of the Institute. 


Annual Meeting 
of Institute 
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In the January, 1924, issue of THE 
JOURNAL OF ACCOUNTANCY attention 
was drawn to the fact that the efforts of 
the American Institute of Accountants to establish rules of con- 
duct had met with the whole-hearted support of the great majority 
of members. Particular attention was drawn to the rule directed 
against advertisements of professional qualifications, and the 
thought was expressed that no one having the welfare of the 
profession at heart would now suggest that there should be any 
modification of the rule. Since publication of that comment 
several letters have been received drawing attention to ad- 
vertisements which have recently appeared in various newspapers 
and magazines, and the correspondents have seemed to feel that 
these advertisements were proof of a tendency to disregard the 
code of ethics established by the Institute. In most cases, how- 
ever, the advertisements which have been brought to attention 
were those of persons not members of the Institute. In other 
cases they were advertisements of the kind permitted under the 
rule, namely, professional cards. The Institute has not at- 
tempted to prohibit members from card advertising, but the 
general opinion of leaders of the profession is that such announce- 
ments are unprofitable and that their use will be discontinued 
after experience. The committee on professional ethics which is 
charged with the duty of considering alleged breaches of the rules 
of conduct has a task which is not enviable. It is neither an easy 
nor a pleasant matter to tell one’s professional brethren that they 
have been guilty of offenses against the professional ideal. 
Furthermore, it has apparently seemed to the committee that its 
most effective method would be by argument rather than by 
threat, and there has been an enormous volume of correspondence 
emanating from the committee in which persons addressed have 
been urged in the cause of better accountancy to set their re- 
spective houses in order and to abstain from anything which would 
lower the general tone of accountancy. It is only in extreme 
cases that the committee has felt called upon to make definite 
charges. The result of this manner of handling the delicate 
question of professional ethics has been satisfactory. It is dif- 
ficult to conceive of a practitioner who does not wish to forward 
the aims of his profession, and when the committee presents to an 
offending accountant its views of the proprieties it almost in- 
variably leads to acquiescence in the committee’s opinions. 
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When congress was considering the bill 
which subsequently became the 1924 
revenue act, the American Institute, 
through its officers and committees, took much interest in the ad- 
ministrative features of the bill and particularly devoted attention 
to the proposal to establish an independent board to which tax- 
payers could appeal from decisions of the bureau of internal 
revenue. It was with a great deal of satisfaction that the Insti- 
tute viewed the enactment which provided for the creation of a 
board of tax appeals, and much hope was felt that this would be 
the means of bringing about a better sentiment between tax- 
payers and government officers. The bill was not enacted 
exactly as the Institute hoped and expected, but the measure had 
in it the possibility of great good. It was discouraging to find the 
salaries provided for members of the board reduced from $10,000 
to $7,500. One prominent accountant has said that it would 
have been better to set the salary at $5,000—$7,500 looked too 
much like an attempt to measure the value of services. Had the 
amount been $10,000 or $5,000 it would probably have been re- 
garded as merely a nominal salary. To rate a man’s services at 
$7,500, however, does have the appearance of an attempt to apply 
a yardstick. It is possible that members of congress are a little 
sensitive about a salary exceeding $7,500. Indeed, we have 
heard of congressmen who have given evidence of the notion that 
no human service can possibly exceed in value the sum mentioned. 
However, the salary difficulty apart, the public still hoped for a 
board which would bring about the purposes for which it was 
created. The twelve men who have been appointed to the board 
represent important factors in the case and they can be relied 
upon to do their utmost for the establishment of fair and impartial 
hearings and decisions. If the president of the United States 
when appointing the remaining sixteen members of the board will 
heed the numerous suggestions which have been made to him that 
accountants should constitute a large proportion of the board 
there will be general rejoicing. So far it must be admitted that 
the accounting profession has not received so handsome a 
recognition in the board’s personnel as might have been expected. 


Board of Tax 
Appeals 


Practice Before The board of tax appeals in its first 

the Board utterance of rules has included a pro- 

vision that practice before the board 

shall be restricted to attorneys and to certified public account- 
205 








The Journal of Accountancy 








ants. The purpose of the board in this rule is to prevent ap- 
pearance by undesirable and poorly qualified representatives 
of taxpayers. It is an open secret that the bureau of internal 
revenue has been much hampered by the way in which taxpayers 
have been misrepresented. There has been a vast number of 
agents presenting cases in a way that certainly did not do justice 
to the claims involved and greatly protracted the settlement of 
them. The board of tax appeals doubtless hopes that it will be 
possible to insist upon a proper preparation of cases so that the 
taxpayers’ interest may be properly protected and the work of 
the board expedited. Of course, everyone will admit that there 
are attorneys and certified public accountants who are sadly 
lacking in the qualifications which are essential to the preparation 
of tax cases, but the board will probably find ways by which to 
weed out the unqualified or poorly qualified practitioners. There 
is, nevertheless, a grave danger in the restriction which has been 
made and it is hoped that the board upon further consideration 
will find a way to permit the appearance of a few agents who are 
not included in the two categories named. For example, in the 
American Institute of Accountants approximately fifteen per 
cent of the members are not certified and are not attorneys. 
It certainly could not have been the intention of the board to 
prevent the appearance of such accountants in appeals before it. 
There are also numbers of well qualified accountants who are 
not members of the Institute and are not certified public ac- 
countants. There should be some means of permitting men of 
established reputation and practice to present their cases for the 
consideration of the board of tax appeals. Perhaps the most 
feasible method of extending the list of eligible practitioners will 
be to permit application for permission to practise by persons 
not included in the two categories. The board probably has the 
right to accept or reject such applications. The so-called tax 
experts who are afflicting the country could easily be barred from 
appearance before the board. On the other hand, the qualified 
accountants, who, under the present rule, would be excluded, 
would have no difficulty in demonstrating their fitness for 
recognition. It is hoped that the board will give the matter 
further consideration and devise some method of fair dis- 
crimination between qualified and unqualified. It is essential 
in the interests of the taxpayer and of the accountant 
concerned. 
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We have received a letter from the 
president of the American Institute of 
Accountants drawing attention to a 
donation made by one of the accounting firms to the endowment 
fund of the school of business administration of Harvard univer- 
sity. This is a matter which will doubtless be of interest to all 
accountants and we publish Mr. Gore’s letter herewith: 


It has come to my notice that in honor of a former member of their 
firm the partners of Price, Waterhouse & Co. have contributed to the 
endowment fund of the school of business administration of Harvard 
university the sum of $100,000 to be known as the “‘ Arthur Lowes-Dickin- 
son Fund”. This donation immediately engages the interest of every 
practising accountant, since it not only marks the —_—_, of the 
_——— making the contribution of the services rendered to the pro- 
ession in this country by their former partner, but indicates their faith 
in the value of education in accountancy and business as given by our 
institutions of learning. All the older members of the American Institute 
of Accountants will recall the fine personality of Mr. Arthur Lowes- 
Dickinson, as he was then known—Sir Arthur Lowes-Dickinson, as he is 
now because of his services to his country in itstimeof need. During his 
residence in the United States he was found foremost in every effort to ad- 
vance the interests of the professional accountant, using his talents and his 
influence, both of which he possessed in a marked degree, to secure the en - 
actment of legislation for the regulation of the profession and for the protec- 
tion of its ethical practitioners. In the midst of an exceptionally active 
practice he found time to write his work on Accounting Practice and Pro- 
cedure which has become a classic in the literature of the profession. His 
services to the profession, given without the possibility of personal ad- 
vantage, have long deserved substantial recognition, and it should be a 
source of deep satisfaction to every member of the Institute—which he 
helped to found—that such recognition has been given and in a form so 
wholly commendable. 


Arthur Lowes- 
Dickinson Fund 


: Recent reference by eminent lawyers 

Professional . . : 
Backgrounds in this country to the retrogression of 
the legal profession in the last few years, 
and their explanation of this unfortunate state of affairs by de- 
claring that the laws are sufficient in themselves but that the 
legal background and training of the young men aspiring to be- 
come legal practitioners are not what they should be, is em- 
phasized by recent events. Charles E. Hughes and Charles S. 
Whitman have been foremost in the indictment of criminal law 
administration. Mr. Whitman, who has been in a position to 
learn the underground workings and ramifications of weird 
political manipulations, has made a valuable recommendation 
for the appointment by the bar association of a permanent com- 
mission to produce a standard code of criminal procedure for all 
states. The attempt to unify state laws is not new in itself. 
The purpose of this code would be to remove from criminal laws 
devices calculated to retard justice and to offer loopholes of 
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escape rather than to prevent an innocent person from being 
punished for a crime which he did not commit. The presentation 
of such a measure would be heartily backed by public opinion 
and this would put pressure of sufficient weight on every state 
legislature to enact the reformatory laws needed in each case. 
No matter what one may say about the working of the English 
laws—and undoubtedly there are good and bad features in both 
English and American laws—it must be granted that England 
secures a greater degree of efficiency in her criminal trials. 
There a murderer cannot dodge the effects of a penal law properly 
administered. He cannot escape deserved punishment by resort- 
ing to technicalities, or by rendering homage to political judges, 
or by the subterfuge of endless appeals. English judges do not 
hesitate to use the power they possess, for they are not handi- 
capped by clogs political and otherwise which hamper our strides 
for justice. It does seem that the present critical period in 
criminal law trials and appeals in this country is a most opportune 
moment at which to awaken the American public to the con- 
sciousness of ineffective criminal legislation and court procedure. 


; ; While on the subject of a need for uni- 

Where Uniformity icelan | "lt , ‘-° 
i Snadiod ormity in administration of criminal 
law it may not be amiss to refer to the 
need which accountants throughout the country feel for a uni- 
formity of accountancy legislation. All the states have certified 
public accountant laws, and there are only two which are exactly 
alike in phraseology. There are not two that are administered in 
exactly thesame way. This is inevitable when there is a complete 
independence of action on the part of each state. The American 
Institute of Accountants has done the most that could be done to 
bring about standards and uniformity by establishing an examina- 
tion which is adopted by most of the states in the union. There 
is, however, always the faint hope that some time, somehow, we 
may reach a point where a uniform accounting law will prevail 
throughout the United States. In all probability the divorce 
laws which have been the scandal of America will become 
standardized in form and application within the course of the 
next few years. The negotiable instrument laws are now practi- 
cally standardized. And from time to time the movement toward 
uniformity will be accelerated. There are many reasons why a 
federal law governing the practice of accountancy should super- 
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sede all state laws. Accountancy, as everyone knows, is essen- 
tially interstate in character. But on the other hand there is 
danger that a federal law would develop into so powerful a 
political implement that most accountants are afraid to encourage 
such a reform. There is no reason, however, why all state laws 
should not be the same inform. The difference in administration 
would gradually disappear or become inconsiderable and the value 
of the certified public accountant certificate would be enormously 
enhanced by the general knowledge of the fact that there was no 
state issuing certificates under a law less rigorous than any other 
law. 


Standards Must be 
Maintained 


In many ways the experience of the bar 
should be a warning to accountancy. 
For example, it has been alleged by 
members of the American Bar Association that the requirements 
for admission to the profession and even for admission to institu- 
tions of learning have been lowered to such a point that it is 
possible for an altogether unworthy young man to become a mem- 
ber of the bar. The growth of litigation is one of the unfortunate 
facts of the present day, but in spite of the resultant demand for 
more lawyers the law schools are turning out graduates faster than 
the country can assimilate them. Many of the men who were 
filled with enthusiasm for the legal profession have been com- 
pelled to apply their legal training in other fields and have given 
up all thought of practising as attorneys. It is alleged by lawyers 
that had the requirements for admission to legal practice been 
maintained on a high plane this surplus of lawyers would not 
have developed. Here is a warning for the accounting profession 
which should not be ignored. If there was ever a need for the 
maintenance of high standards for admission to practise ac- 
countancy it is at the present time when the work of the ac- 
countant is becoming better known and more men are being 
attracted to it by virtue of its bright promise. In the days when 
the work of the accountant was little understood it was fairly 
reasonable to suppose that the only persons attracted to the 
profession were those who felt an irresistible urge toward the 
analytical labors of the accountant. Now, however, there is so 
much more inducement to enter the profession than there was in the 
past that many altogether undesirable and unqualified persons are 
seeking admission. As a safeguard against the fate which has be- 
fallen the legal profession accountancy must look to its standards. 
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There is a legal axiom that every man 
The Taxpayer s : , 

Has Rights shall be considered innocent until proven 

guilty, and there is a somewhat similar 

axiom used in tax cases that the benefit of the doubt shall be given 
to the taxpayer. Some accountants who have had experience in 
the matter are inclined to believe that this is pure theory. They 
say, and probably say truly, that it would be an excellent thing if 
all members of the government department charged with the ad- 
ministration of tax laws would give careful and continuing thought 
to the allocation of the benefit of the doubt. Let us hear what the 
courtssay. Inthe case of Hechiv. Malley, decided in the supreme 
court of the United States on May 12, 1924, Justice Sanford 
delivered the opinion of the court. Among other things he said: 


Nor does the language of the act in this respect call for the application 
of the established rule that in the interpretation of statutes levying taxes 
their provisions are not to be extended by implication beyond the clear 
import of the language used, and in case of doubt are to be construed most 
strongly against the government and in favor of the taxpayers. 


In Gould v. Gould, decided by the United States supreme 
court, November 19, 1917, Justice McReynolds speaking for the 
court enunciated the principle in exactly the same terms. 

In United States v. Merriam, Justice Sutherland, speaking for 
the supreme court November 12, 1923, said: 


On behalf of the government it is urged that taxation is a practical 
matter, and concerns itself with the substance of the thing upon which the 
tax is imposed, rather than with legal forms or expressions. But in 
statutes levying taxes the literal meaning of the words employed is most 
important, for such statutes are not to be extended by implication beyond 
the clear import of the language used. If the words are doubtful, the 
doubt must be resolved against the government and in favor of the tax- 


payer. 


In the British case of Partington v. Attorney General, Lord 
Cairns said: 


I am not at all sure that in a case of this kind—a fiscal case—form is not 
amply sufficient; because, as I understand the principle of all fiscal legisla- 
tion, it is this: If the person sought to be taxed comes within the letter 
of the law, he must be taxed, however great the hardship may appear to 
the judicial mind to be. On the other hand, if the crown, seeking to re- 
cover the tax, cannot bring the subject within the letter of the law, the 
subject is free, however apparently within the spirit of the law the case 
might otherwise appear to be. In other words, if there be admissible in 
any statute what is called an equitable construction, certainly such a con- 
struction is not admissible in a taxing statute, where you can simply ad- 
here to the words of the statute. 


We commend to the consideration of all persons concerned with 
the administration of tax laws, federal, state, county and munici- 
pal, the principles enunciated by the eminent authorities quoted. 
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The board of tax appeals, it is said, is preparing a ‘‘docket’’ and hopes to 
start hearing cases about September first. One of the reasons for the per- 
sistence of some of our senators in their desire to investigate the bureau of 
internal revenue is said to be that the final disposition of tax cases may be 
facilitated. If this purpose were the only one and its pursuit were not made 
with so much apparent partisan animus, the investigations would be most 
praiseworthy and would undoubtedly have the hearty support of the public. 
It may be due largely to the inevitable eagerness of the Washington news 
writers for snappy news stories that the more ignoble purposes supposed to be 
animating those insisting upon an investigation have been made to appear the 
paramount reasons for their efforts. That there have been irregularities in 
the disposition of tax cases is entirely probable, but that these instances have 
been rare and the exception to the rule is undoubtedly true. If the govern- 
ment could be made to adopt a more liberal policy with reference to the sal- 
aries paid to its worthy workers and thereby raise the level of efficiency, it is 
believed that the net result in revenue would show to greater advantage than 
has been the case heretofore and tax cases would be disposed of more speedily. 

It is difficult to comprehend what good purpose is served by computing 
additional taxes and attempting to assess them after a thorough field audit has 
been made on the theory that on every moot point the taxpayer should be made 
to reveal to the bureau of internal revenue why he should not pay the pro- 
posed additional amount. If the revenue agents were more painstaking in 
their work, much time would be saved in the collection of the right amount of 
tax due from taxpayers and much extra expense would be saved the taxpayer. 

It has been reported that when Acting Commissioner Winston addressed 
the new board of tax appeals, he stressed the necessity of the government for 
the revenue from the tax cases that the board is about to decide. This atti- 
tude is one that has caused the former committee on appeals and review to be 
criticized as “‘too technical minded"’ and as having ‘‘a bureau-of-internal- 
revenue mind.”” No one would wish any department of the bureau of internal 
revenue to be lax in its assessment of taxes properly due, but, on the other hand, 
no one wishes the bureau to function in such a way that it collects taxes that 
were not contemplated by the framers of the revenue acts. There have been 
rulings by the treasury department based on interpretations that seem quite 
contrary to the intent of the law. 

In view of the apparent intention of congress in authorizing a body of care- 
fully chosen men to hear the taxpayer’s side of a case to have this body attempt 
to do justice to him as well as to the government in deciding a tax matter, it 
seems unfortunate from any standpoint that one of the first ideas forced upon 
the new board’s attention is that, without the additional taxes which the bureau 
is attempting to collect, government revenues will be inadequate and a treasury 
deficiency may eventuate. If this idea is to animate the board in its delibera- 
tions the final settlement of tax cases will not be facilitated, the courts will be 
resorted to more frequently than they have been in the past and the final dis- 
position of the cases will be set far into the future. 
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SUMMARY OF RECENT RULINGS 


A transfer in trust, where the beneficiaries were to come into possession at 
the end of a period greater than the grantor’s expectancy of life, was included 
in the gross estate of the grantor. (Shukert et al. v. Allen.) 

In determining whether corporations are affiliated, ‘‘substantially all the 
stock” means substantially all the -oting stock. (Jn matter of Temtor Corn 
and Fruit Products Company.) 

Federal taxes are to be paid prior to payment of the taxpayer’s general 
creditors. (Liberty Mutual Insurance Co. v. Johnson Shipyards Corporation.) 

A review division has been created in the office of the solicitor of internal 
revenue, which is to hear cases and attempt to dispose of them prior to their 
hearing by the board of tax appeals. (Bureau Memo. No. 289.) 

Notes received by a corporation as commissions for lending money are 
includible in gross income in year received at their fair discount value and not 
at their face value, the recovery of the discount being income at date of its 
receipt; and if such notes are not marketable at a fair discount value, no income 
is realized at date notes are received, but only when payment is received. 

Contributions to social settlements and corporations carrying on similar 
work are deductible. 

The right to inspect a partnership return will not be granted to one who is 
not shown in the partnership return as being a partner. 

Amortization is not allowed on equipment purchased to facilitate trans- 
portation to aviation field by transportation company on the assumption that 
as it did not ‘“‘produce’’ transportation therefore it did not produce articles 
contributing to the prosecution of the war. (U. S. district court decision im 
re Hampton and Langley Field Railway Company v. Noel, Collector.) 

Deduction may be made for stock held to be worthless because of bank- 
ruptcy in year in which worthlessness is ascertained by a taxpayer. This 
ascertainment need not necessarily await the termination of the receiyership. 
(U. S. district court decision in re John Lyle Harrington, bankrupt.) 


TREASURY RULINGS 
(T. D. 3602, June 16, 1924.) 
Effective date of repeal of certain titles and sections of the revenue act of 1921. 


Under the provisions of section 1100 (a) of the revenue act of 1924 the follow- 
ing titles and sections of the revenue act of 1921 are repealed as of the date and 
time specified: 

Title II (called ‘‘income tax’’) as of January I, 1924. 

Title IV (called ‘“‘estate tax"), 4.01 p. m., Washington time, June 2, 1924, 
the date and time that the act was signed by the President at Washington, 
4g 

Title V (called “tax on telegraph and telephone messages’) except subdi- 
vision (d) of section 500, on midnight, July 2, 1924. 

Sections 602 and 603 of title VI (being the taxes on certain beverages and 
constituent parts thereof), 4.01 p. m., Washington time, June 2, 1924. 

Title VII (called ‘‘tax on cigars, tobacco and manufactures therect” "), 4.01 
p. m., Washington time, June 2, 1924. 

Title VIII (called “tax on admissions and dues’ "), on midnight, July 2, 
1924. 

Sections 901, 902, 903, and 904 of title IX (being certain excise taxes), 4.01 
p. m., Washington time, June 2, 1924. 

Section goo of title [x (being certain excise taxes) and section 905 of title 

IX (being the tax on jewelry and similar articles), on midnight, July 2, 1924. 

Title x (called “special taxes”), on June 30, 1924. 

Title XI (called ‘‘stamp taxes’’), on midnight, July 2, 1924. 

Section 1100 (6) of the revenue act of 1924 provides that— 

The parts of the revenue act of 1921 which are repealed by this act shall 
(except as provided in sections 280 and 316 and except as otherwise specifi- 
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cally provided in this act) remain in force for the assessment and collec- 
tion of all taxes imposed by such act, and for the assessment, imposition 
and collection of all interest, penalties, or forfeitures which have accrued 
or may accrue in relation to any such taxes, and for the assessment and 
collection, to the extent provided in the revenue act of 1921, of all taxes 
imposed by prior income, war-profits, or excess-profits tax acts, and for 
the assessment, imposition and collection of all interest, penalties, or 
forfeitures which have accrued or may accrue in relation to any such 
taxes. In the case of any tax imposed by any part of the revenue act of 
1921 repealed by this act, if there is a tax imposed by this act in lieu thereof, 
the provision imposing such tax shall remain in force until the correspond- 
ing tax under this act takes effect under the provisions of this act. 


(T. D. 3604, June 16, 1924.) 
Income tax—Revenue aci of 1918—Decision of supreme court. 


1. INCOME—INSURANCE POLICY—BENEFICIARY. 


Proceeds of a policy of insurance upon the life of an officer of a corporation 
paid to the corporation as beneficiary are not taxable as income. 


2. INSURANCE. 


A policy of insurance by a corporation upon the life of one of its officers is 
not a wagering contract. 


The following decision of the supreme court of the United States in the case 
of Untted States v. Supplee-Biddle Hardware Co. is published for the information 
of internal-revenue officers and others concerned: 


SUPREME COURT OF THE UNITED STaTEs. No. 477. OCTOBER TERM, 1923 
United States, appellant, v. Supplee-Biddle Hardware Co. 
Appeal from the court of claims. (May 26, 1924.) 


Mr. Chief Justice Taft delivered the opinion of the court: 

The Supplee-Biddle Hardware Co. sued the United States in the court of 
claims to recover $55,153.89, with interest, as taxes illegally assessed on the 
proceeds of two life insurance policies paid to it as the beneficiary on the death 
in 1918 of the insured, Robert Biddle, 2d. Biddle was elected president of the 
company in February, 1917. He was then 37 years of age, in good health, and 
had for nearly 20 years held various offices in the Biddle Hardware Co., which 
had merged with the appellee company in January, 1914. He was a man of 
ability, energy, and initiative, and was so regarded in the hardware trade. The 
returns from the company’s business under Biddle’s management had been 
much increased. At the instance of the board of directors and the expense of 
the company he took out the two policies for $50,000 each. They were term 
policies for five years. ‘The company intended thus to make secure its financial 
position, and to indemnify itself against losses to its earning power in the event 
of Biddle’s death. 

The revenue act of 1918, which was passed February 24, 1919 (40Stat. 1057, 
ch. 18), in prescribing the income to be taxed, deals first with individuals, from 
section 212 to section 228, inclusive. Then follows provision for the rate of 
income tax on corporations, beginning with section 230. Section 233 (a) says 
‘“‘that in the case of a corporation subject to the tax imposed by section 230 
the term ‘gross income’ means the gross income as defined in section 213,” with 
certain exceptions not here material. Section 213 defines the gross income for 
individuals as follows: 

That for the purposes of this title (except as otherwise provided in section 
233) the term ‘‘gross income’’— 

(a) Includes gains, profits, and income derived from salaries, wages, or com- 
pensation for personal service . . . of whatever kind and in whatever 
form paid, or from professions, vocations, trades, businesses, commerce, or sales, 
or dealings in property, whether real or personal, growing out of the ownership 
or use of or interest in such property; also from interest, rent, dividends, securi- 
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ties, or the transaction of any business carried on for gain or profit, or gains or 
profits, and income derived from any source whatever . . .; but 

(6) Does not include the following items, which shall be exempt from taxation 
under this title: 

(1) The proceeds of life insurance policies paid upon the death of the insured 
to individual beneficiaries or to the estate of the insured. 

The treasury department, construing these sections, held that the proceeds 
of insurance policies, paid to a beneficiary which was a corporation, were not 
exempted and were included as ‘gains . . . from any source whatever.” 
Under this ruling the appellee was forced to pay a tax of $84,737.95 on the pro- 
ceeds of the two policies of $97,947.28. The commissioner of internal revenue 
reduced this amount by $29,584.06, in accordance with the powers conferred 
upon him by sections 327 and $28 of the revenue act of 1918 to reduce the rate 
of taxation in cases of unusual hardship. There remained, however, the sum of 
$55,153.89, which tax the appellees paid under protest, and for this, with 
interest, the court of claims gave judgment to the appellee. 

We think the treasury department erred in assuming that congress intended, 
by sections 233 and 213, to distinguish between individual beneficiaries and 
corporate beneficiaries in including the proceeds of life insurance policies as 
within gross income. We think the two sections have no such purpose. Sec- 
tion 213 primarily applies only to the taxing of individuals. The union of 
proceeds of life insurance payable to individual beneficiaries and to the estate 
of the assured was thus intended to emphasize the exclusion from taxation in 
the hands of individuals of all such proceeds and to leave no doubt of it. The 
meaning is the same as if the clause had read ‘‘the proceeds of life insurance 
shall not be included in gross income, whether they are paid to individual 
beneficiaries or to the estate of the assured.” When congress came to deal with 
the gross income of corporations it made use of section 213 by reference and 
grafted it on to 233. It is reasonable that the purpose of section 213 to exclude 
entirely the proceeds of life insurance policies from taxation in the case of 
individuals should be given the same effect in adapting its application to cor- 
porations, and that such proceeds should be so excluded whether by the direc- 
tion of the insured they were to go to specially named beneficiaries or were to 
inure to the estate of the insured. 

Nor do we find any difficulty with the expression in paragraph (6) which 
exempts proceeds of life insurance from gross income. The word is used not to 
indicate that they would be otherwise included in the income to be taxed, but 
only to make clear that the gross does not include them. 

It is earnestly pressed upon us that proceeds of life insurance paid on the 
death of the insured are in fact capital and can not be taxed as income under the 
sixteenth amendment.—Eisner v. Macomber (252 U. S. 189, 207); Merchants 
Loan and Trust Co. v. Smietanka (255 U.S. 58, 518). Weare not required to 
meet this question. It is enough to sustain our construction of the act to say 
that proceeds of a life insurance policy paid on the death of the insured are not 
usually classed as income. 

Life insurance in such a case as the one before us is valid and is not a wagering 
contract. There was certainly an insurable interest on the part of the company 
in the life of Biddle—Mutual Life Insurance Co. of New York v. Board (115 Va. 
836); Keckley v. Coshocton C. Co. (86 Ohio State); Mechanics National Bank 
v. Commins (72 N. H. 12); United Security Life and Trust Co. v. Brown (270 
Penn. state, 264). Life insurance in such a case is like that of fire and marine 
insurance, a contract of indemnity.—Central Bank of Washington v. Hume 
(128 U.S. 195). The benefit to be gained by death has no aiadicien. It isa 
substitution of money value for something permanently lost either in a house, a 
ship, ora life. Assuming without deciding that congress could call the proceeds 
of such indemnity income, and validly tax it as such, we think that in view of 
the popular conception of the life insurance as resulting in a single addition of 
a total sum to the resources of the beneficiary, and not in a periodical return, 
such a purpose on its part should be express, as it certainly is not here. 

This view is pre oc: msc by the fact that under section 402, page 1097, of 
the same revenue law of 1918, a decedent’s estate tax is levied, with rates rang- 
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ing from I per cent to 25 per cent on the net estate which is made to include 
(per. f) ‘the amount receivable by the executor as insurance under policies taken 
out by the decedent upon his own life; and to the extent of the excess over 
$40,000 of the amount receivable by all other beneficiaries as insurance under 
policies taken out by the decedent upon his own life.” The result of the con- 
struction put by the government upon sections 233, 330, and 213 would be to 
impose a double tax on the proceeds of the two policies in this case over and 
above $40,000, i. e., an income tax and an estate tax. Such a duplication even 
in an exigent war-tax measure is to be avoided unless required by express 
words. 
The judgment of the court of claims is affirmed. 
(T. D. 3607, June 20, 1924.) 

Estate tax—Revenue act of 1918—Decision of court. 

I. DEDUCTIONS—ADMINISTRATION EXPENSES—PROPERTY TAXES. 


County and city ad valorem taxes imposed upon personal property in the 
hands of the executor after the decedent’s death are not deductible as adminis- 
tration expenses within the meaning of section 403 (a) (1), revenue act of 
1918. 


N 


. EstaTE TAXES—DEDUCTIONS—CLAIMS AGAINST THE ESTATE. 


Claims against the estate within the meaning of section 403 (a) (1), revenue 
act of 1918, are such demands or claims of a pecuniary nature which could 
have been enforced against the decedent during his lifetime and county and 
city ad valorem taxes assessed upon personalty in the hands of the executor 
after decedent’s death do not constitute a deductible claim. 


The following decision of the United States district court for the eastern 
district of North Carolina in the case of John Sprunt Hill and Jones Fuller, 
executors of George W. Watts, deceased, v. Gilliam Griscom, collector of internal 
revenue for the eastern district of North Carolina, is published for the information 
of internal-revenue officers and others concerned: 


DISTRICT COURT OF THE UNITED STATES FOR THE EASTERN DISTRICT OF NORTH 
CAROLINA. 


John Sprunt Hill and Jones Fuller, executors of George W. Watts, deceased, plain- 
tiffs, v. Gilliam Griscom, collector of internal revenue for the eastern district of 
North Carolina, and Gilliam Griscom, individually, defendant. 

Decided May 10, 1924. 

Connor, district judge: Plaintiffs allege that George W. Watts, lately a 
citizen and resident of the city and county of Durham, N. C., died on the 7th 
day of March, 1921, leaving a last will and testament, wherein he nominated 
and appointed plaintiffs executors thereto. That said will was duly admitted 
to probate in the appropriate court of said city and county, and plaintiffs duly 
qualified as executors and entered upon administering, according to the pro- 
visions of said will and executing the trusts imposed upon them thereby, the 
personal estate and property of their testator. That among other duties im- 
posed upon them as such executors was the duty of paying to the United States 
government, after the appraisal of the value of said estate, as provided by the 
revenue act of 1918 (40 Stat. at large, 1057), the estate or succession tax im- 
posed upon said estate by the laws of the United States. That, in order to 
arrive at the amount of said tax, for which the estate of their testator was liable, 
it was necessary to appraise and fix the net value of said estate at the date of 
the death of their testator. Plaintiffs had several conferences with the duly 
authorized officers of the government, upon whom was imposed the duty of 
making appraisal of said estate, as the basis for fixing the amount of tax due 
thereon. The net value of the estate was appraised without controversy, 
except as to one item, to wit, the amount of tax which was assessed against the 
personal estate of their testator, in the possession of plaintiffs, by the county 
and city of Durham, under and pursuant to the provisions of the revenue laws 
of the state of North Carolina, for the year 1921, amounting to $105,110.64, 
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which plaintiffs were required to pay and which they did pay, on the 28th day of 
November, 1921. That, as required by the revenue laws of North Carolina, 
said personal property was listed for taxation by plaintiffs, in said city on Ma 
I, 1921, and the tax thonen levied or assessed as provided by the laws of North 
Carolina. The county tax thereon was levied or assessed on September 7, 1921, 
and such tax so assessed and levied became a lien or charge upon the personal 
property in the possession of plaintiffs, having priority over and in preference 
to the claims of creditors, devisees, or distributees of said estate. That plain- 
tiffs were required, by the laws of North Carolina, to list, as of January 1, 1921, 
a complete itemized list of debt owing by their testator, January 1, 1921, for the 
purpose of deducting against such debts, solvent credits, all as of January I, 
1921 (public laws of North Carolina, 1921, ch. 38, sec. 40). That the taxes 
levied upon said personal property were the personal liability of their testator as 
of January 1, 1921, and upon his death a charge upon the whole of his estate in 
the possession of his executors. 

Plaintiffs contended before the officers of the United States and now contend 
that this sum of money, to wit, $105,110.64, was an item which should be de- 
ducted from the appraised value of said estate before the net value of same was 
fixed and appraised, or that in any event the said $105,110.64 was a liability of 
their testator, or of his estate or a claim or charge thereon, or expense thereof of 
the administration which plaintiffs, as executors, were required to pay before 
making distribution thereof or pay any legacies to the legatees named in the 
will of their testator. That, during the month of June, 1922, plaintiffs, as 
executors, with their attorneys, applied to the treasury department at Wash- 
ington for a reduction in the assessment of the value of said personal estate to 
the amount of $105,110.64 paid as tax to the city and county of Durham, as 
hereinbefore alleged, and a consequent reduction of the estate, or succession tax, 
which plaintiffs were required to pay to the United States. That a hearing was 
granted by the estate-tax unit of the estate-tax division of the treasury depart- 
ment of the United States. That said estate-tax division, regarding itself as 
bound by the regulations of the treasury department, refused to reduce the 
assessed or appraised value of said estate, on account of the payment by plain- 
tiffs of said tax to the city and county of Durham, or to abate any part of said 
tax paid as aforesaid. Plaintiffs were notified thereof and required to pay the 
estate tax assessed against said estate, including the tax on said sum of 
$105,110.64. That, in obedience to the demand of defendant collector of in- 
ternal revenue for the eastern district of North Carolina, and under compulsion 
of the threatened enforcement of said tax by distraint and process, with the 
penalties incident thereto, plaintiffs on, or thereafter on, the Ist day of Septem- 
ber, 1922, paid to the defendant the balance of the full amount of the estate tax 
upon the estate of their testator, including the sum of $26,277.66, being the 
amount of tax imposed upon and attributed to the sum of $105,110.64, paid to 
the county and city of Durham, North Carolina, upon the personal property 
of the estate of their testator, as hereinbefore set forth. Said amount of 
$26,277.66 was paid to defendant by plaintiffs as executors, under protest, 
and the sum was accepted by defendant with notice of the claim that said pay- 
ment was made under protest, etc. That plaintiffs advised defendant at the 
time of making such payment that they would, in the appropriate way, contest 
their liability for said amount as instituting an action to recover said amount 
of $26,277.66, demanded and paid as aforesaid. That the appraised value of 
the estate of said George W. Watts was such that the sum of $105,110.64, if 
it was a part of the net value of said estate, was subject to, and liable for, tax 
at the rate of 25 percent. ‘That if said amount shall be allowed as a deduction 
and it shall be deducted before the net value of said estate is ascertained and 
fixed, the amount of estate tax overpaid to the United States would be 25 per 
cent, or the sum of $26,277.66. 

Claim for abatement or refund of said amount was duly filed and presented to 
the commissioner and upon hearing had before the estate-tax unit, and the 
same was rejected by the commissioner. Plaintiffs have, therefore, exhausted 
their remedy in the treasury department of the United States, have complied 
with all of the preliminary requirements of section 1318 of the revenue act of 
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1921. That more than six months elapsed from the date of filing the claim with 
the commissioner, and more than six months have elapsed since the commis- 
sioner disallowed or rejected said claim. The action is brought under and 
pursuant to the act permitting such action, etc. Defendant demurred to the 
complaint. The case was submitted to the court upon the complaint and 
demurrer. 

It is conceded that the sole question presented upon the pleadings is whether, 
under the provisions of section 403 of the revenue act of 1918 (40 Stat. at large 
1057), the tax paid by the plaintiffs on the value of the personal estate of their 
testator to the city and county of Durham for the year 1921, required by the 
revenue law of North Carolina, 1921, as of May I, 1921, may be deducted from 
the appraised value of the estate made as provided by the revenue act of 1918. 
This question is narrowed to the question whether such tax comes within the 
meaning of the words ‘“‘administration expenses or claims against the estate.” 
The defendant contends that the ad valorem tax assessed against the property 
of the testator in the possession of the executors as of May 1, 1921, did not con- 
stitute ‘‘a claim against the estate,” the testator having died March 7, 1921, 
and the value of the estate, as the basis for assessing the “‘estate tax,’’ being 
fixed as of that date, from which certain specified deductions may be made. 

It is abundantly settled by decisions of the supreme court that the estate or 
succession tax imposed by the revenue act is not a tax upon the property of the 
decedent, but is a tax imposed upon the transfer of the net estate of every de- 
cedent, graduated according to the value, as ascertained by deducting, in the 
case of a resident, from the value of the estate, fixed at the date of his death, 
‘funeral expense, claims against the estate, administration expenses” —New 
York Trust Co. v. Eisner (256 U.S. 345); Creiner v. Lewellyn (258 U.S. 384). 

It is true, as suggested by plaintiffs, that by the provisions of the statute of 
North Carolina the executor is required, to enable all persons having claims 
against the estate to present them within a reasonable time, fixed by the statute 
at one year, to retain the estate in his possession during that period. (Consoli- 
dated statutes 101, 105, and 109.) 

It is also true that the executor is required by the revenue law of the state to 
list the property of the estate in his possession for taxations and to pay the tax 
assessed upon it. (Sec. 242.) (Machinery act of 1921.) It is also true that, 
in his final settlement, the executor is entitled to deduct the amount of tax so 
paid by him as his othcr expenses lawfully incurred in the administration of 
the estate. These propositions are all abundantly sustained by the authorities 
cited by plaintiff's counsel and decided cases in this and other states. It is held 
by the supreme court of this state that expenses incident to the administration 
of the estate of a deceased person are not debts or claims against the decedent 
but are the personal liabilities of the executors, which are allowed him as dis- 
bursement for the expenses of administration of the estate. 

In Knowlton v. Moore (178 U. S. 4, 48), Mr. Justice White reviews the history 
of ‘death duties,” “estate taxes’’ in this and other countries. He thus con- 
cludes the discussion of the subject: 

Although different modes of assessing such duties prevail, and although they 
have different accidental names, such as probate duties, stamp duties, taxes on 
the transaction or the act of passing an estate, or a succession, legacy taxes, 
estate taxes, or privilege taxes, nevertheless taxes of this nature in all countries 
rest their essence upon the principles that death is the generating source from 
which the particular taxing power takes its being and that it is the power to 
transmit, or the transmission from the dead to the living, on which such taxes are 
more immediately rested. 

In United States v. Perkins (163 U.S. 625), it is said: 

If it be true that the right of testamentary disposition is purely statutory, 
the state has a right to require a contribution to the public treasury before the 
bequest shall take effect. Thus the tax is not on the property in the ordinary 
sense of the term, but upon the right to dispose of it, and it is not until it has 
yielded its contribution to the state that it becomes the property of the legatee. 

From this postulate, which is not now a subject of debate, it logically follows 
that the state may fix both the time and principle, or method, by which the tax 
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is to be ascertained. The act of 1918 does this by directing the executor to 
make a return of the gross value of his testator’s estate to the designated officer 
with such information as will enable him to ascertain and fix the net value of 
the estate as of the date of the death of his testator, and this amount, when 
ascertained by making the specified deductions, becomes the basis upon which 
the tax is assessed. From this amount, among other specified items, the execu- 
tor is directed to deduct ‘administration expenses and claims against the 
estate.” 

It would seem clear that the ad valorem tax paid by the executors to the 
county and city of Durham do not come within the term ‘administration 
expenses,’’ nor are such taxes claims against the estate, at the date of the death 
of the testator, prior to the date at which such taxes are assessed and levied. 
A claim against the estate, as defined by a number of cases, cited by counsel 
for defendant, are such demands or claims of a pecuniary nature which could 
have been enforced against the decedent during his life. 

While not conclusive upon the court, the construction put upon Federal 
statutes by the departments, having their administration in charge, by making 
regulations ‘‘adopted for their administration” have the force and effect of law, 
if they be not in conflict with express statutory provisions.—Maryland Casu- 
alty Co. v. United States (251 U.S. 342). Art. 45, regulations 37, 1921, regard- 
ing deductions, is persuasive: 

Claims against the estate—The amounts that may be deducted under this 
heading are such only as represent personal obligations of the decedent existing 
at the time of his death, whether matured or not. Other obligations are not 
deductible. Only such claims as are actually enforceable against the estate 
may be deducted. 

While I do not accept portions of the argument found in the well-considered 
brief of defendant's counsel, as formulated by them, especially that portion 
which places upon the plaintiffs, to the extent claimed, the burden of maintain- 
ing their contention, I am constrained, in the light of the current of decisions 
bearing upon the question, to hold that plaintiff can not maintain this action. 
The demurrer is sustained. Judgment will be entered accordingly. 


218 











Students’ Department 
EpiTep By H. A. FINNEY 


AMERICAN INSTITUTE EXAMINATIONS 


{[Note.—The fact that these answers appear in THE JOURNAL OF ACCOUNT- 
ANCY should not lead the reader to assume that they are the official answers 
of the American Institute of Accountants. They have not been approved by 
the Institute’s board of examiners.] 


EXAMINATION IN COMMERCIAL LAW 
MAY 16, 1924, 9 A. M. TO 12.30 P. M. 
Answered by John C. Teevan* 
NEGOTIABLE INSTRUMENTS 


Answer three of the following four questions: 
No. 1. Under the negotiable instruments law, (a) how would you determine 
the principal amount of the following note: 


January 1, 1924. Three months after date I promise to pay to the order 
of John Jones the sum of One Hundred Dollars ($10.00), value received, 
with interest. 

(Signed) RicHARD SMITH. 


(b) Where would you present it for payment? 
Answer: 


(a) The principal amount of this note is determined by section 16, par. 4 of 
the negotiable instruments law, which provides as follows: 
‘‘Where there is a conflict between the written and printed provisions of 
the instrument, the written provisions prevail.” 
The principal amount of the above note, therefore, is $100.00. 


(b) As there is no place of payment specified and no address given in this 
note, proper presentment for payment is made if presented at Richard Smith’s 
usual place of business or residence. If he has no such usual place of business 
or residence, then it may be properly presented to Richard Smith, wherever he 
can be found, or at his last known place of business or residence. Negotiable 
Instruments Law, Sec. 73, par. 3 and 4. 


No. 2. Bowman, a resident of Middleport, N. Y., purchased a piano from 
the X Piano Company of Buffalo for $300, giving the Piano Company $50 in 
cash and the following note: 

Buffalo, N. Y., May 29, 1906. 
$250. 

On or before one year after date I promise to pay to the order of X 
Piano Company two hundred and fifty dollars at 418 Main street, Buffalo, 
N. Y. Value received with interest. 

The piano for which this note is given shall remain the property of X 
Piano Company until the note with interest is paid. 





* Professor of business law, Northwestern University school of commerce and member of the 
Chicago bar, 
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On June 3, 1906, the payees endorsed the note and transferred it to Buffalo 
National Bank for value. 

On August 6, 1906, Bowman paid to the piano company $50 on account of 
the note and on December 1, 1906, the further sum of $100. Both these pay- 
ments were accepted. Neither payment ever came into the hands of the 
Buffalo bank. 

In May, 1907, the note having been presented for payment, was refused and 
the bank sued for the full amount. Could it recover? 

Answer: 

The bank can recover the full amount of this note. This is a negotiable 
instrument and the bank acquired it in such circumstances as to make it a 
holder in due course. The statement in the note to the effect that the piano 
was to remain the property of the payee until the note was paid does not render 
the promise to pay conditional and therefore has no effect upon the negotiable 
character of the note. The payments by Bowman to the payee, being per- 
sonal defenses, are therefore not available against the bank. 


No. 3. What is the duty of a bank, at which a note is made payable, and in 
which the maker has sufficient funds on deposit, when the note is presented for 
payment? 

Answer: 

The duty of the bank in such circumstances is to pay the note, as required by 
section 87 of the negotiable instruments law, which is as follows: 

‘Where the instrument is made payable at a bank, it is equivalent to an 
order to the bank to pay the same for the account of the principal debtor 
thereon.” 


A few states, including Illinois, have omitted this section from the act as by 
them adopted. 


No. 4. What is a trade acceptance? Explain its use. 
Answer: 

Technically a trade acceptance is simply a time bill of exchange, differing 
from the ordinary bill in that in the former the drawer and payee are the same 
person. It is drawn by the seller of goods on the buyer for the amount of the 
purchase price of such goods, and bears on its face the acceptance of the buyer 
with the date and place of payment. It is used to provide the seller with a 
better security than he would have in an open book account. It is also prefer- 
able to a promissory note in that it can be more readily discounted by the seller. 
If properly drawn, it may be purchased or discounted by a federal-reserve bank. 
For this purpose it should show on its face that it arises out of an actual sale of 
goods by drawer (seller) to the buyer (drawee and acceptor). Further, at time 
of purchase or discount at a federal-reserve bank, the acceptance should have a 
maturity of not more than 90 days, or in case the acceptance arises out of an 
agricultural transaction or sale of live-stock, of not more than six months. 
The form recommended at an American Trade Acceptance Council is as follows: 


Pies a TEAS CARRE 6+ 64d bE ee 19 Peal 2.2 > ess 
(City of drawer) (Date) 


CS ee Serer: Pay to the order of OURSELVES 
(Date of maturity) 
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The obligation of the acceptor hereof arises out of the purchase of goods from 
the drawer. The drawee may accept this bill payable at any bank, banker or 
trust company in the United States which he may designate. 


(City of drawee) 


The acceptance should be written across the face of the bill as follows: 


ACCEPTED 


CONTRACTS 
Answer two of the following three questions: 
No. 5. X wrote to Y offering to sell Y 2,000 3-inch boiler tubes for $2.25 


each. Y replied, ‘I will buy 1,200 tubes at your price.” Y claimed a con- 
tract was made and that X was bound to deliver the 1,200 tubes. Was he? 


Answer: 


There is no contract here and X is therefore under no obligation to deliver 
the 1,200 tubes. It is a basic rule that an acceptance must be identical with 
the offer and unconditional in its terms. Where the offeree in his answer to the 
offeror changes the terms of the offer, as was done by Y in this case, such an- 
swer is not an acceptance but a counter-offer, and is equivalent to a rejection 
and termination of the original offer. 


No. 6. Wickham, a New York business man, had title to a large timber 
tract in the northwest which he honestly believed contained approximately 
5,000,000 feet of lumber, such belief being based on reports of competent timber 
experts. Wickham contracted to sell the tract to onroe, both believing the 
reports in Wickham’s possession to be correct. Actually, unknown to either 
party, the tract had been stripped of good timber between the time of Wick- 
ham’s survey and the time of sale. What was Wickham’s position? 


Answer: 

This is a case of mutual mistake as to a material fact, namely, the existence 
of part of the subject matter. Such mistake renders the contract null and void. 
If the mistake was discovered while the contract was still executory, then, the 
contract being void, Wickham is not liable in any way to Monroe. If the sale 
has been consummated and Wickham has received the purchase price, he must 
return it to Monroe. 
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No. 7. X lawfully came into possession of an oil painting which he sold to 
Y for $75. Afterwards X found that the painting was a valuable one, worth at 
least $1,200. He tried to collect $1,125 from Y. Could he? Discuss the 
principle invo'ved. 


Answer: 


Whether or not X can collect from Y depends on the circumstances surround- 
ing X's mistake as to the value of the painting. If X and Y were both mis- 
taken as to its value, then X cannot recover, on the ground that a mutual 
mistake as to value only does not affect the validity of a contract. If Y knew 
that the painting was valuable, but was ignorant of X’s mistaken estimate of 
its value, X cannot recover. The mistake in such case is that of X only and 
was not induced by Y, nor did Y take fraudulent advantage of such mistake. 
If Y knew the true value, and was responsible in some affirmative way in 
bringing about X's mistake, then X can recover. If Y knew of X’s mistake, 
but did nothing to cause such mistake, and both parties had equal opportunity 
of knowledge, X cannot recover. 


PARTNERSHIP 


Answer one of the following questions: 


No. 8. Robert MacFarlane died and in his will he gave to his two sons, 
Robert, Jr., and William, his property at No. 24 A street, with all the machin- 
ery, fixtures and implements connected with it and used in the dyeing business, 
each son to share equally. The two sons went into possession of the property 
and for two years conducted the business, dividing the profits equally. Then 
Robert, becoming dissatisfied, began an action against William for the parti- 
tion of the real property (partition being an action by which real estate alone 
may be divided between co-owners). William defended on the grounds that 
he and his brother were partners and that until the copartnership was wound 
up, creditors were paid and the partners’ interests adjusted, the property at No. 
24 A street was personalty and could not be the subject of a partition action. 
Was William's defense good? 


Answer: 


A partnership is defined as an association of two or more persons to carry on 
as co-owners a business for profit, and as between the partners, is based on an 
agreement, express or implied. Whether or not there was an express agree- 
ment between the two brothers to form a partnership, their conduct in carrying 
on the business for two years with the property left them by their deceased 
father, and in sharing the profits of this business, constitutes the relationship 
existing between them a partnership. This property therefore, including the 
real estate, was partnership property. Partnership real estate is, under the 
law, considered as personal property so far as it may be necessary to pay firm 
creditors and to adjust the interests and equities of the partners between them- 
selves. Partition proceedings have to do with real property only. Hence 
William's defense that the property known as No. 24 A street was personalty is 
good, and Robert's suit for partition cannot be maintained. 


No. 9. Tompkins and Sheehan agreed to engage, as partners, in the business 
of manufacturing radio apparatus, the business to be conducted in Tompkins’s 
name. Tompkins bought certain goods for use in the manufacturing business, 
the seller knowing nothing regarding the partnership. Subsequently the 
business failed and the seller, hearing about the partnership, sought to hold 
Sheehan. Could he do so? 
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Answer: 


In the absence of statutory provision a partnership may adopt any name it 
wishes, including the name of one of the partners, as in the present case. It 
follows that any transaction actually or apparently within the scope of the 
partnership business entered into by one of the partners in the partnership 
name is binding on all the partners. The purchase of the goods in question by 
Tompkins was clearly within the scope of the partnership business, and 
Sheehan, his co-partner, is liable. If Sheehan were a dormant partner, the 
result would be the same. 

CORPORATIONS 


Answer one of the following questions: 
No. 10. Name three ways by which a corporation may be dissolved. 


Answer: 


A corporation is said to be dissolved when the franchise to be a corporation, 
conferred upon it by the state, is extinguished and its corporate existence 
terminated. Three ways by which a corporation may be dissolved are: 


1. By the expiration of the time limited in the charter. 

2. By the voluntary surrender of its charter in compliance with the laws 
of the particular state. 

3. By forfeiture of its charter in a judicial proceeding. 

No. 11. The X Company, of Pennsylvania, manufactures articles and 
merchandise used all over the United States. Its business in Massachusetts 
was handled through the A Company, a large jobbing house, which purchased 
from the X Company in Pennsylvania and resold to retailers in Massachusetts. 
The X Company maintained no office in Massachusetts, was never licensed to 
do business in Massachusetts and paid no taxes to that state. Four times a 
year salesmen from the home office of the X Company canvassed the retail 
trade in Massachusetts, educating the trade in the use of the X Company’s 
products and taking orders. Such orders were immediately turned over to the 
A Company by the salesmen, the A Company filling the orders from its own 
stock, purchased from the X Company. The state of Massachusetts levied 
taxes against the X Company on the business thus done and added heavy 
penalties on the ground that the X Company was doing business in Massa- 
chusetts without having obtained the necessary license. Was the state suc- 
cessful in collecting? 


Answer: 


Yes. The X Company was doing business in Massachusetts. The orders 
secured by the agents of the X Company were evidently not to be accepted or 
approved by the X Company in Pennsylvania, nor were the shipments to be 
made direct from the X Company in Pennsylvania to the retailers in Massa- 
chusetts. These transactions conducted by the X Company through its sales- 
men in Massachusetts were not therefore in the nature of interstate commerce, 
but were purely of a local or intrastate character. Such activities constitute 
doing business within the state of Massachusetts, and the X Company is 
liable. 

BANKRUPTCY 
Answer the following question: 


No. 12. The Jones Company went into bankruptcy. The trustee went 
into possession and proceeded to liquidate. A year later the federal internal- 
revenue department claimed a large portion of the assets in the trustee’s hands, 
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for the payment of additional income tax assessed, found due on the audit of 

revious tax returns. The trustee resisted payment on the ground that claim 
1ad not been filed within one year as required by the bankruptcy act and was 
therefore barred. Was the trustee correct? 


Answer: 


This precise point does not appear, as yet, to have been passed upon by the 
United States supreme court, so that no authoritative answer can be given here. 
In a somewhat similar case, Jn Re Anderson (279 Federal 525, January, 1922), 
Anderson was adjudicated a bankrupt in October, 1918. Prior thereto, in 
April, 1918, she had filed a return showing a certain tax due for 1917, no part of 
which was paid. In December, 1920, the trustee in bankruptcy asked the 
court for an order barring the United States from participating in the estate, 
or to direct the collector to file a claim within a certain time. The court gave 
the collector ten days in which to file the claim, but he failed or refused to do so. 
It was held that the United States was thereby barred. 

In a later case, United States v. Eyges (286 Federal 683, January, 1923) the 
court, referring to section 64A of the bankruptcy act stated that ‘‘the act 
explicitly says that the court shall order taxes paid, thus contemplating that the 
matter shall be brought before the bankruptcy court in order that it may be 
ascertained whether there are assets applicable to the tax, and whether it is 
legally and correctly computed.”’ In this case, the trustee had distributed all 
the assets of the estate, knowing nothing of the claim against the bankrupt for 
income tax. It was held that the trustee was not liable. It is true that general 
creditors must file their claim within one year from adjudication, but taxes are 
not claims of this character and technically do not have to be so filed or proved. 
However, under the decisions it seems to be the duty of the collector to notify 
the trustee in bankruptcy or to file his claim with the referee. If this is not 
done, and the trustee has no knowledge of the tax and distributes all the assets, 
he is not personally liable, as was held in United States v. Eyges, supra. 

In the present question it does not appear that there was any negligence on 
the part of the collector. The trustee was still in possession of assets, and even 
though the year had elapsed, it is the present writer’s opinion that the claim 
was not barred as contended by the trustee. I. T. 1746 (1923), while without 
legal force, sustains this opinion in the following language: 


‘The government is not bound by section 57 (n) of the bankruptcy act, 
limiting the time within which creditors may file claims to twelve months. 
Where a field investigation disclosing additional tax has been made by a 
revenue agent, and the taxpayer has become a bankrupt, a copy of the 
agent’s report should be furnished direct to the collector, and the latter 
should be requested to immediately file proof of claim with the referee 
based upon such report, and to give the trustee notice of his personal 
liability to protect the government’s priority respecting such additional 
taxes under section 3467 of the revised statutes. Assessment is not 
necessary as a prerequisite to filing claim.” 


INCOME Tax 


Answer both the following questions: 


No. 13. The X Company during the year 1922 sustained a net loss of 
$33,000. In 1923 the company made a net profit of $58,000. In making up 
its return for 1923, it deducted from its net profit for the year its net loss 
— in the year 1922, paying a tax on the difference. Was the return 
correct 
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Answer: 


Y es, provided the net loss was adjusted in accordance with section 204 of the 
revenue act. 

No. 14. Bender bought 77 shares of stock of Southern States Oil Compan 
on December 2, ogee, for $1,266.50. On February 9, 1923, he received a stoc 


dividend of 23 shares. He sold the hundred res on July 12, 1923, for 
$2,284.40. On what amount was he taxable and why? 


Answer: 

While a stock dividend, as such, is not taxable under section 201 (d) of the 
revenue act, a portion of the proceeds of the sale of such stock may be taxed 
under article 1548 of regulations 62. Hence, B was taxable on $1,017.90, this 
being the difference between $1,266.50, the price of the original 77 shares, and 
$2,284.40, the selling price of the 100 shares. 
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Why Certify? 
Editor, The Journal of Accountancy: 

Str: “‘We hereby certify that, in our opinion, ae 

The second phrase robs the first of most of its force and meaning. A certifi- 
cate is not so solemn nor so binding as an oath, yet it is intended to be a very 
conscious and definite averment of fact. 

When I first entered the profession as a public accountant, a friend called 
my attention to the phrasing of his certificate and cautioned me to be guarded 
against unqualified asseveration. His phraseology was ‘‘I hereby certify” this 
to be thus and so, “‘as shown by the books.”” He explained that in case he 
should be in error, and trouble come, such for instance as a suit against him, 
he could take refuge behind the words ‘‘as shown by the books.”’ This struck 
me as strange, and I reflected that if a man were called to testify as to the 
accuracy of certain account books such a certificate was worthless. 

I have before me the audit reports of several firms of public accountants. 
The report on the audit of the United States Rubber Co. as of Dec. 31, 1923, 
contains the words, “We hereby certify that the accompanying general bal- 
ance-sheet, in our opinion, correctly sets forth the financial condition of the 
companies on Dec. 31, 1923, and that the figures relating to the income and 
surplus accounts for the year ended that date referred to in the text of the 
chairman’s report are correct.” 

Another report contains the following words, ‘“‘We have audited the above 
balance-sheet, and certify that in our opinion it is properly drawn up so as to 
show the financial position of the United States Steel Corporation and subsid- 
iary companies on Dec. 31, 1923.” 

The same language is used by the same firm of accountants in its report on 
the financial position of the American Locomotive Company as of the same 
date. 

The perfectly wonderful report of the American Sugar Refining Company 
contains this language: ‘‘We have examined the books and accounts of The 
American Sugar Refining Company and the statements of the several domestic 
constituent companies, and verified the cash, the loans and the securities 
owned. The foregoing condensed general balance-sheet and income and profit- 
and-loss statement and statements of surplus and sundry reserves agree with 
the said books and accounts. The inventories of sugar have been adjusted to 
market, and we are of the opinion that the existing reserves for depreciation 
and for renewal or replacement of fixed assets are adequate; that the value of 
the investments, as a whole, is conservatively stated; that ample provision is 
included in the sundry reserves of the company for customers’ acceptances, 
claims and accounts receivable in respect of 1920 contracts, and that the fore- 
going condensed general balance-sheet presents the true financial position of 
the corporation and its domestic constituent companies on December 31, 1923.” 

The report of audit of the American Woolen Company is very brief, being 
merely, “I hereby certify that the above statement is correct.” An unquali- 
fied statement of this sort is no doubt unwise, for who can say that values of 
fixed properties, that depreciation deductions, that inventory listing and pric- 
ing, are correct? 

A lawyer who examines an abstract of title does not certify in capital letters 
that, in his opinion, it is correct. He contents himself with giving his opinion. 
It is the judgment of an expert which is depended upon. The opinion of a 
reputable professional man need not be supported by any solemn asseveration 
be it certificate or oath. He stakes his reputation upon his opinion. That 
ought to be sufficient. 

Why is it not just as well for an auditor to say “I have examined these finan- 
cial and accounting records and statements and as a result of this examination 
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I am convinced that they are a conservative and reasonably accurate state- 
ment of the financial condition,”’ etc. etc.? 
This is a more dignified phraseology than the evasive, qualified certificate. 
Yours truly 
ERNEST S. RASTALL. 
Rockford, Illinois. 


Expertness and Modesty 


Editor, The Journal of Accountancy: 


Sir: In your editorial entitled, ‘‘Exhuming Efficiency,” in the July num- 
ber of the JOURNAL, you have rightly censured the professional man for describ- 
ing himself “‘efficient”’ or “expert.” In the same category we find the “‘spe- 
cialist."" There have been many of the latter in this section. ‘Tax specialists” 
have been the most prevalent, but we have also had the ‘‘cost specialist,” 
the “lumber specialist,” the “cotton specialist,” and what not. There is an 
old adage, ‘‘Give a man enough rope and he will hang himself.’’ It seems to 
me that these people have hanged themselves quite effectively. They have 
most certainly circumscribed their own activities and spheres of usefulness by 
styling themselves specialists. 

You say, editorially, that these people are boasting, and while I have no 
doubt that it is their intention to boast when they hold themselves out as 
experts, specialists, etc., yet, I feel that they are doing just the reverse of 
boasting, or at best boasting of qualifications of very doubtful merit. For, 
when a man says that he is an expert in some special line of endeavor, just 
what does he mean? He cannot mean that he knows all that there is to know 
upon that particular subject, because that would be taking on a God-like 
attribute. He probably means, then, that he has done a certain thing over 
and over again for so great a length of time that he feels himself better qualified 
to do that one thing than anyone else. He even goes one step further when 
he holds himself out as a specialist. For he then describes himself as devoting 
himself to and having a special knowledge in one particular subject. So, if he 
is consistent, he must exclude—or at least neglect—all effort or endeavor in 
acquiring knowledge outside his own narrow self-chosen sphere. What an 
ambitious career such a course must open up to the professional accountant! 
If I were a business man desirous of engaging the services of an auditor I do 
not believe that I would employ an expert or a specialist. For I would be 
afraid of him. 

A propos is the following: I have observed a horse every morning lately. 
This particular animal draws an ice wagon. It so happens that he has cov- 
ered a certain route every morning for a long time. The driver is never on 
the wagon but walks along from house to house and takes the ice from the 
wagon and makes his deliveries. This horse, because he has done the same 
thing each morning, stops at each house without any word or prompting from 
the driver and when he reaches my corner he turns around of bis own volition 
and starts back over his route. Now, this horse is undeniably an expert and 
in fact has an undisputed right to be termed a specialist. But I have often 
wondered what that horse would do if some morning he should find an ob- 
struction at one of the corners on his route. I doubt that he would reason it 
out for himself that the thing to do would be to make a detour around the 
block. Would his human contemporary? 

Is accountancy a “bread and butter”’ science or has it the right to be classed 
as a liberal profession? Certainly, if we want to fall in the latter class we 
must not call ourselves experts or specialists. We must not so tie down and 
bind ourselves by absorbing one particular sort of knowledge as to qualify 
ourselves “‘to act the lowly part of a dexterous instrument.” I honestly be- 
lieve that accountancy does require a greater development of the higher fac- 
ulties than that and that the practising of accountancy justifies a larger amount 
of liberal education on the accountant’s part. 

“The intellect,” says Aristotle, “is perfected, not by knowledge but by 
activity.”” The professional accountant (and I believe that most of us are 
agreed on that) should be well developed intellectually if he is properly to serve 
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his client. Intellectual development depends upon the exercise of the mind. 
So, that, a certain quantity of knowledge, no matter of how expert or special 
a character, does not induce a corresponding amount of intellectual exercise. 

The accountant and auditor is called upon to do constructive work. Noth- 
ing can be well constructed without a knowledge of the component parts of 
the thing to be constructed. Knowledge of these different elements comes 
through analysis. It is by analysis alone that we are able to comprehend. 
And we comprehend only as we are able to reconstruct in thought the complex 
effects which we have analyzed into their elements. Synthesis without analy- 
sis is no knowledge at all. So that I believe that all these so-called specialists, 
by holding out their stored-up knowledge in one line of endeavor show that 
they have no conception of what the real training and intellectual qualifications 
of a professional accountant should be, nor what is expected of them in useful 
effort. Probably it is because their desire to store up an ample amount of 
special knowledge has left them so intellectually barren that they are unable 
to reason logically what is their real sphere of usefulness. 

Boast of being an expert? Verily, we begin to be wise when we admit in 
all humility the limitations of our knowledge. 

Yours truly 
Tuomas A, WILLIAMS. 


New Orleans, Louisiana, July 26, 1924. 
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HOLDING COMPANIES AND THEIR PUBLISHED ACCOUNTS, by 
GILBERT GARNSEY. Gee & Co., London. 


Sir Gilbert Garnsey has given us a very valuable book. It is an admirable 
statement of the fundamental principles on which a consolidated balance-sheet 
rests and a clear and concise guide to their application. With all its condensa- 
tion and clarity, the tone of the doctrinaire and theorist is conspicuously and 
refreshingly lacking. The author seems to look quite through any variations 
in appearance or form and seizes immediately on the vital and significant fea- 
tures of complex situations. The thanks of the profession are due him not only 
for his work but hisexample. His own prominence renders him liable to attack 
and misquotation. That of his professional associates increases the danger. 
It is probably too much to expect that his disclaimer of any attempt to pre- 
scribe for particular cases will save him from the questions of an astute cross- 
examiner or protect him from his own words twisted and tortured out of their 
meaning and almost out of recognition to justify the devious courses of dis- 
honest directors. He, however, besides giving largely of the scanty leisure of 
the professional man, has taken all these risks for no apparent reward other than 
the increased esteem of his fellow practitioners. 

Four methods of presenting the accounts of a holding company are described: 

1. The “legal” balance-sheet of the holding company 

2. The “legal” balance-sheet of the holding company with balance-sheets 
of subsidiaries 

3. The “legal” balance-sheet of the holding company with summary of 
assets and liabilities of subsidiaries 

4. The consolidated balance-sheet. 

Although not absolutely condemning any method the author considers the 
third method “has advantages over any other” in clearly presenting the final 
expression of the complex and multitudinous facts and relations which underlie 
consolidated accounts of any magnitude. From the point of view of the credi- 
tor, the financial student or the informed investor there is something to be said 
for this method. It is true that in consolidated accounts, prepared by the usual 
American method, the balance-sheet of the holding company itself is not made 
public and the creditor does not know exactly to what assets he must look for 
satisfaction of his claims. However, taking into consideration the average 
shareholder and reader of published accounts who is neither a student nor a 
creditor and not usually well informed, it would seem that the complexity inci- 
dent to two statements where one would serve and the necessity, in case the 
holding company were also an important operating unit, of combining the fig- 
ures of the “legal” balance-sheet of the holding company with the summary of 
assets and liabilities of subsidiaries to get a complete view of the situation, 
would more than offset any advantages. It should, however, be remembered 
that what is true of this country is not necessarily true of England and that 
British shareholders certainly take a more lively intelligent interest in the af- 
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fairs of the companies in which they have invested than do American stock- 
holders. 
The author says: 

“Accountants in America tell us that the case for the consolidated bal- 
ance-sheet is made out and that there is nothing further to argue about it 
on the question of principle. In any event, there and also in Canada con- 
solidated balance-sheets of holding companies are very common.”’ 


If he means by this that the desirability of presenting the accounts of holding 
companies in consolidated form is generally recognized, the statement is cor- 
rect; but if he intends to convey the idea that there is substantial agreement in 
principle as to the treatment of particular situations or items in consolidation, 
it is more the expression of a pious hope than of a fact. 

For instance, Sir Gilbert believes that if effective control is exercised, a hold- 
ing or parent company may take profits—and if that is done must take up 
losses—of subsidiaries on its own “‘legal"’ balance sheet even before dividends 
are declared by subsidiaries. On this point there is certainly wide divergence 
of opinion and reputable authority may be found for and against this practice. 
The various points involving the rights of minority stockholders and their cor- 
rect statement also are far from settled. 

In general the prevailing tone of the book is soundness in principle and com- 
mon sense in application. The author never recedes from the position that 
earned surplus of subsidiaries before acquisition is capital, so far as the consoli- 
dated enterprise is concerned, and that what is acquired by the purchase of a 
subsidiary is nothing more nor less than the excess of its assets over liabilities. 
These are simple propositions, but every one who has compiled a large consoli- 
dated balance-sheet knows the Protean forms which they may assume and the 
difficulty sometimes experienced in handling them. 

Although this book does not pretend to be a treatise on the audit of consoli- 
dated accounts there are many shrewd and valuable hints as to where to look 
for trouble in consolidated accounts and what to guard against in cases where 
directors desire to put the best face on a bad situation. 

There are two appendices, one devoted to an ingenious and carefully worked 
out hypothetical set of consolidated accounts and the other to reproductions of 
representative British and American consolidated accounts. It is interesting 
to note that in twelve British balance-sheets, although the items are for the 
most part arranged in order of liquidity, in no case are they classified as fixed, 
current, etc., while of the four American examples they are all classified and the 
totals of each classification shown. 

It is not too much to say that this book is of value to any one charged with 
the duty of preparing or interpreting a consolidated balance-sheet. The stu- 
dent and the younger accountant may well go to it for instruction, while for the 
experienced practitioner it will be a source from which his memory may be re- 
freshed and his position on difficult points of principle corrected or sustained. 
The director or company officer will find stated, in as non-technical form as 
possible, problems akin to his own and their solution outlined in principle, re- 
inforced by example drawn from practice. 

The book at present contains no index. Its usefulness will be increased if 
one is supplied in a second edition. 

Maurice E, PELOUBET. 


230 











Book Reviews 








TECHNICAL COSTS AND ESTIMATES, by ANDREW MmLLER. Gee & Co., 
London, 1924. 102 pp. 








The book here reviewed is intended to set forth cost accounting methods 
in some medium-sized industries of England. The American reader will prob- 
ably come to one of twoconclusions: (1) That the author has not had a very 
wide experience with up-to-date cost accounting methods; (2) that cost ac- 
counting is now being practised in the industries of England about as it was 
in American industries some tgn or fifteen years ago. Believing that the real 
purpose of a book review is that of advising readers of the review as to whether 
or not the book in question will be worth their study, I shall not attempt 
to give direct advice, but shall point out certain things about the book which 
may enable one to come to a correct conclusion. 

Under the heading of “‘ascertaining labor cost,’ the author seems to be 
in favor of allowing the workmen and foremen to keep their own records of time 
spent on the different jobs in much their own way. Hesays: ‘If no written 
records are kept by the worker or foreman and no job lines are issued, the labor 
cost clerk has to record daily in his labor record book, form 17, the time or out- 
put of each worker at the various jobs. This is usually done by the clerk visit- 
ing the actual place of work once or twice daily. The labor record book is a 
convenient size for entering the details during these visits.” 

This was common practice in this country a good many years ago, and in 
some few cases this method is still being used, but the application of mechanical 
devices for recording time has resulted in very great improvements over the 
suggested method. No mention is made of such mechanical devices nor of 
the improved methods which they have made possible. As justification for 
inferring that the author would apply the suggested method to almost any 
kind of industry, on the very next page the following classes of workers are 
mentioned: ‘‘ pattern makers, joiners, turners, borers, drillers, planers, slotters, 
machine-shop laborers, fitters, finishers,” and a number of others who are 
commonly found in a very wide range of industry. 

In speaking of labor costs, the author also seems to favor the application 
of average hourly rates in arriving at his costs rather than the exact rates paid 
to the individual workmen. His contention is that this makes for less clerical 
work; but in the method most commonly used in medium-sized plants in this 
country the payroll can be made from the individual job cards, and where this 
is done these job cards must of course be figured at the individual labor rates. 

Under the heading ‘‘job or order prime costs,’’ we find this statement: 
“When considering methods of cost accounting it is necessary to remember 
that generally the real object is to obtain reliable data for estimating purposes, 
and not, as many suppose, to determine the gain or loss oa the work to the man- 
ufacturer.”’ It is hardly necessary to say that cost accountants of this country 
today are placing the most emphasis on the importance of cost accounting 
data for purposes of manufacturing control and economies. 

Under this same heading, referring to cost books, we find this statement: 
“‘In the method described here bound books or loose-leaf books can be used; 
if necessary separate cost books may be arranged for different manufactures.” 
Probably most of us have long ago given up bound books as a practical method 
of keeping costs where separate costs are required on a large number of jobs 
or orders. 
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Under the heading ‘‘defective manufactures,"’ the author says: “‘ Material 
or labor cost of replacing defective manufactures during work in progress, 
caused either by unsuitable material or bad workmanship, should be charged 
to prime cost of the job for which incurred.” There is at least room for argu- 
ment as to whether such costs should be absorbed as prime cost of the job on 
which they are incurred or whether they should become in some way or other 
a general factory charge. 

In speaking of ‘‘sales oncost"’ the author says: ‘‘Where production is en- 
tirely for contracts or job orders, the selling erganization may only consist 
of an estimating or quotations department, including a publicity section for 
catalogues and press advertising, etc. This total expense will probably be a 
small fraction of the production cost of the total output and can quite satis- 
factorily be included with general manufacturing oncost."" We might be in 
accord with this statement except for the reason that it includes such items 
as catalogues and press advertising in the inventory valuations. 

The chapter dealing with cost and financial accounts and with “interlocking” 
of the accounts in the cost and financial 'edgers does not convey a very clear 
idea of what the author is trying to say. but it does give one the impression 
that the methods he advocates are inclined to be cumbersome. 

The entire book is written in the most general terms. It is almost entirely 
lacking in specific recommendations or even specific illustrations. 

C. B. WILLIAMs. 


THE NATURAL BUSINESS YEAR AND THIRTEEN OTHER THEMES, 
by Eviyan Watt Setts. A. W. Shaw Co., New York, 1924. 276 pp. 


A real service has been done to the accounting profession in the publication 
of this series of articles written by the late Mr. Sells, from time to time, as an 
expression of his judgment on the subjects to which they refer. Not only 
should they interest the accountant, but men of affairs and business executives 
should find in them much that will be helpful and informing. 

The diversity of the topics to which the author’s attention has been devoted 
indicates his wide range of thought. The first one, ‘‘The Natural Business 
Year for Inventories and Fiscal Closing,” is especially timely, because the 
tendency seems to be to use, more and more, the calendar year as the fiscal 
period, regardless, in many instances, of its fitness for the line of business to 
which it may be applied. Professional accountants, it may safely be said, 
do not need to be converted to the proposition that the proper time for making 
the annual statement is at the completion of the ‘‘natural business year.” 
They are well aware of the advantages to their client in the saving of expenses 
and in the enhancement of the accuracy of the statements, and to themselves, 
in spreading their work over the year. 

It is to the business executives and financiers that the arguments should 
be directed by accountants. It has become the habit to look for annual re- 
ports at the end of the calendar year, and the desire to be included in the flock 
of statements which appear at that time induces, in many instances, those 
in financial control to insist upon the books’ being closed then, instead of at a 
time which would be more advantageous in every other way. 
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Whether or not the article referred to was selected by the editors as the first 
one to be presented in the book because of its importance is not known. It 
was a happy selection, but having digested it, the reader should not fail to 
proceed to the other papers, written on a variety of topics. The education 
and training of accountants and the status of the profession are dealt with in 
several articles. Corporate management and publicity of corporate affairs 
are among others of the themes to which the author has directed his attention, 
and in these cases, as in all the other articles, there will be found much that 
is informing and thought-provoking. 

All the friends of Mr. Sells—and they were many—will welcome the publica- 
tion of this book. It is a tribute to one who had an honored career and who 
endeared himself to all by those admirable qualities—modesty, tolerance, 
generosity and friendliness—without which any life, however brilliant, must 
in the end seem wofully incomplete. 

Wi.iam M, LYBRAND. 
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